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Preface	  Dear	  Reader,	  	  	  Thank	  you	  for	  taking	  the	  time	  to	  read	  my	  research.	  I	  truly	  hope	  this	  paper	  gets	  your	  brain	  thinking	  about	   the	   logical	   and	   less	   logical	   occurrences	   in	   business.	   I	   enjoyed	   analyzing	   psychological	  behavioral	  finance	  concepts	  in	  depth	  and	  do	  believe	  they	  should	  gain	  increasing	  support	  within	  the	  scientific	  world	   as	  well	   in	   daily	   business	   life.	   It	   is	   a	   young	   unexplored	   field	  with	  many	   research	  opportunities.	  The	  psychology	  of	  business	  is	  something	  almost	  everyone	  can	  relate	  to	  in	  one-­‐way	  or	  another.	   I	  would	   like	   to	   thank	  my	   friends	  and	   family	   for	   their	  support	   in	  my	   journey	   through	  my	  studies.	  I	  have	  been	  lucky	  with	  the	  opportunities	  provided	  to	  me	  and	  feel	  incredibly	  supported	  by	  my	  loved	  ones.	  I	  would	  like	  to	  give	  a	  special	  thanks	  to	  Han	  Spekreijse	  for	  his	  precise,	  supportive	  and	  useful	  feedback.	  Also,	  a	  special	  thanks	  to	  the	  OU	  for	  providing	  such	  a	  fantastic	  personalized	  study	  program	  for	  people	  locally	  and	  worldwide.	  Happy	  readings!	  Steph.	  	  
Summary	  	  Why	  do	  managers	  make	   less	   than	  optimal	  decisions?	   Interestingly,	   there	   is	  definitely	  a	  difference	  between	   rational	  behavior	  and	   real	   life	  bounded	   rational	  happenings.	  Epstein	   (1994)	  proposed	  a	  cognitive-­‐experimental	  self-­‐theory	  (CEST)	  that	  states	  two	  independent	  processing	  systems,	  namely	  the	   rational	   (Standard	   Finance)	   and	   the	   experiential	   system	   (Behavioral	   Finance).	   The	   rational	  system	  relies	  on	  logic,	  whereas	  the	  experiential	  system	  relies	  on	  intuition	  (Wong,	  2008).	  Cyert	  and	  March	  (1993)	  state	  that	  uncertainty	  avoidance	  is	  a	  central	  feature	  of	  the	  behavioral	  hypothesis	  and	  it	   can	   influence	   a	  manager’s	   decision	  making.	   This	   uncertainty	   avoidance	   can	   cause	  managers	   to	  keep	   investing	   in	  projects	   that	  are	   less	   than	  optimal.	  This	   is	  called	  escalating	  commitment	   (EOC).	  This	   research	   explores	   the	   cause	   and	   consequence	   of	   this	   escalating	   commitment.	   For	   example,	  managers	  can	  attempt	  to	  prevent	   losses	  by	  taking	  risks	   in	  their	   investment	  policies.	  This	   is	  called	  loss	  aversion.	  The	  theory	  indicates	  that	  there	  is	  a	  positive	  relationship	  between	  loss	  aversion	  and	  escalating	   commitment,	   yet	   this	   empirical	   research	   found	   this	   reasoning	   inconclusive	   as	   no	  correlation	   between	   loss	   aversion	   and	   escalating	   commitment	   were	   found.	   Also,	   escalating	  commitment	   of	   investments	   can	   consequently	   influence	   dividend	   payout	   policies	   as	   higher	  investments	  lead	  to	  less	  cashflow	  for	  the	  manager	  to	  distribute	  to	  its	  dividend	  policy.	  The	  problem	  statement	   for	   this	   research	   is	   as	   follows:	  How	  does	   loss	   aversion	   influence	   escalating	   commitment	  
(entrapment)	   in	   regards	   to	   the	   free	   cashflow	  model	   and	  dividend	  payout	   policies?	  To	   research	   this	  problem	   statement	   an	   experiment	   has	   been	   conducted	   focused	   on	   students.	   The	   experiment	   is	  partially	  a	  replication	  study	  as	  it	  uses	  scenarios	  from	  Arkes	  &	  Blumer’s	  research.	  The	  response	  rate	  for	   this	   replication	   research	  was	  82%.	  Not	   one	  participant	   behaved	  100%	   rationally.	   65%	  of	   the	  participants	  were	   qualified	   as	   relatively	   irrational	   and	  35%	  were	   classified	   as	   relatively	   rational.	  Similar	   levels	   of	   escalating	   commitment	   were	   found	   in	   this	   research	   as	   compared	   to	   an	   earlier	  research	   conducted	  by	  Arkes	   and	  Blumer.	  Thus,	   escalating	   commitment	   is	   a	   common	  occurrence	  and	   there	   is	   an	   enormous	   tendency	   towards	   irrational	   behavior.	   The	   main	   conclusion	   is	   that	   a	  positive	   relationship	   has	   been	   found	   between	   EOC	   and	   dividend	   payouts,	   which	   is	   against	   the	  expectation	  of	  the	  free	  	  cashflow	  (FCF)	  model.	  Future	  research	  recommendations	  include:	  focusing	  the	   research	   on	   managers	   as	   opposed	   to	   students,	   analyze	   possible	   solutions	   for	   EOC,	   analyze	  project	   completion	   versus	  EOC,	   analyze	   volume	  negative	   feedback	   given	   versus	  EOC	   and	   analyze	  loss	  aversion	  versus	  dividend	  payouts.	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1.	  Introduction	  	  This	  chapter	  will	  explain	  the	  practical	  and	  scientific	  relevance	  of	  escalating	  commitment	  and	  it	  will	  provide	  background	  information	  in	  regards	  to	  the	  topic	  of	  this	  research.	  The	  chapter	  will	  conclude	  with	  the	  main	  research	  questions	  and	  a	  visual	  understanding	  of	  the	  further	  contents	  of	  this	  paper.	  	  	  
1.1	  Escalating	  Commitment	  in	  our	  daily	  lives	  	  Why	  do	  managers	  make	  bad	  decisions?	  For	  mainstream	  neoclassical	  economics	   this	   is	  because	  of	  uncertainty,	  otherwise	  it	  is	  a	  mystery!	  But	  managers	  cannot	  ignore	  their	  emotions	  and	  pride,	  which	  causes	   them	  to	  make	   less	   than	  optimal	  decisions.	  For	  example,	  why	  did	  management	  continue	   to	  pour	  money	  into	  the	  Concorde	  jet	  in	  the	  1970s	  even	  though	  it	  was	  clear	  very	  early	  on	  that	  the	  plane	  was	  too	  noisy	  and	  expensive?	  In	  practice,	  people	  tend	  to	  stick	  with	  their	   investments	  because	  we	  are	  either	  too	  proud	  or	  too	  embarrassed	  to	  admit	  that	  a	  mistake	  has	  been	  made.	  We	  continuously	  try	   to	   avoid	   sunk	   costs.	   For	   example,	   imagine	   you	  have	  bought	   a	   ticket	   for	   the	   opera	   and	  on	   the	  evening	  of	   the	  opera	   there	   is	  a	  very	   interesting	   football	  match	  on	  TV,	  which	  you	  would	  prefer	   to	  watch	  even	  though	  we	  already	  have	  a	  ticket	  to	  the	  opera.	  We	  continue	  to	  stick	  with	  our	  decision	  to	  go	   the	   opera	   to	   avoid	   sunk	   costs;	   people	   do	   not	   like	   wasting	   money	   they	   have	   already	   spent.	  Emotions	  get	  in	  the	  way	  of	  making	  the	  optimal	  decision	  (Lynn,	  2006).	  	  	  Many	   entrepreneurs	   find	   themselves	   in	   the	   sunken	   cost	   trap.	   For	   example,	   your	   business	  model	  viability	  needs	  to	  be	  questioned	  if	  you	  cannot	  pay	  your	  own	  salary	  for	  an	  extended	  period	  of	  time.	  The	  entrepreneur	  needs	  to	  ask	  him	  or	  herself	  is	  this	  business	  model	  a	  good	  investment	  of	  time	  and	  resource?	  Or	  are	  you	  too	  emotionally	  attached	  that	  you	  cannot	  let	  go?	  Clearly,	  if	  you	  are	  not	  getting	  a	  good	  return	  it’s	  not	  a	  good	  investment.	  A	  CEO	  of	  a	  consultancy	  firm	  said	  the	  following	  in	  the	  NZ	  Herald:	   “I	   recently	   walked	   from	   a	   $550	   k	   investment	   simply	   because	   I	   could	   see	   no	   way	   of	   it	  providing	  a	   return	   for	  my	   future	   time	  and	   investment.	  Hard	  but	  necessary!	  Work	  harder	  at	  what	  works	  and	  ruthlessly	  kill	  what	  doesn’t.	  That	  is	  the	  key.”	  These	  examples	  above	  explain	  the	  practical	  relevance	  of	  this	  research.	  The	  question	  is	  why	  does	  escalating	  commitment	  occur	  (South,	  2012)?	  	  	  The	  scope	  of	  this	  research	  is	  focused	  as	  to	  how	  escalating	  commitment	  is	  related	  to	  dividend	  payout	  policies.	  It	  is	  important	  for	  management	  performance	  and	  shareholder’s	  return	  to	  understand	  how	  managers	  make	  dividend	  policy	  decisions	  and	  how	  their	  decisions	  influence	  the	  organization.	  The	  better	   behavioral	   research	   can	   grasp	   this	   concept	   the	   easier	   it	   will	   become	   for	   managers	   to	   be	  aware	   and	   adjust	   their	   own	   behavior.	   Dividend	   payment	   theories	   are	   still	   inconclusive	   and	  inconsistent.	   Some	   believe	   in	   a	   generous	   dividend	   policy	   others	   do	   not	   (Frankfurter,	   2002).	   For	  example,	  Lee	  indicates	  firms	  in	  the	  S&P	  retain	  more	  than	  50%	  of	  their	  earnings	  rather	  than	  pay	  out	  dividends.	  Retained	  earnings	  are	  a	  major	  source	  of	   funds	  for	   investments	  and	  this	  can	  be	  a	  costly	  tradeoff	  for	  dividend	  payouts.	  The	  question	  is:	  will	  a	  low	  dividend	  payout	  policy	  be	  compensated	  by	  higher	  investments	  leading	  to	  higher	  stock	  value	  (Lee,	  2010)?	  	  
1.2	  Research	  Background	  So,	   why	   does	   bounded	   rationality	   management	   behavior	   occur?	   Mainstream	   financial	   literature	  believes	   that	   managers	   act	   rationally.	   This	   relates	   to	   standard	   finance	   and	   is	   based	   on	   perfect	  (financial	  markets)	  and	  rational	  decision	  makers.	  Neumann	  and	  Morgenstern	  (1944)	  explain	  how	  the	   homo	   economicus	  will	   make	   rational	   investment	   choices	   under	   conditions	   of	   risk.	   The	   homo	  
economicus	   can	  be	   defined	   as	   an	   individual	  who	  prefers	   a	   greater	   portion	   of	  wealth	   to	   a	   smaller	  (Pribram,	   1983).	   However,	   the	   dividend	   puzzle	   contradicts	   essential	   principles	   of	   the	   homo	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economicus	  as	  irrational	  behavior	  occurs.	  	  Irrational	  managerial	  behavior	  can	  depart	  from	  rational	  expectations	   and	   the	   expected	   utility	   maximization.	   Irrational	   behavior	   definitely	   occurs	   when	  managers	   keep	   investing	   resources	   into	   a	   failing	   project	   (Staw,	   1996).	   However,	   an	   irrational	  manager	   will	   believe	   that	   he	   is	   maximizing	   value	   and	   he	   or	   she	  may	   completely	   be	   unaware	   of	  behavioral	  bias.	  This	  irrational	  behavior	  needs	  to	  be	  explored	  in	  depth	  through	  behavioral	  finance,	  which	   uses	   behavioral	   models	   to	   explain	   financial	   decisions,	   for	   example	   investment	   decisions	  relating	   to	   the	   free	   cashflow	   (FCF)	   model	   (Tempelaar,	   2000).	   Hereby,	   psychology	   is	   applied	   to	  finance	  (McGoun,	  2000).	  	  	  People	   must	   recognize	   their	   own	   irrational	   mistakes,	   understand	   the	   reasons	   for	   mistakes	   and	  avoid	   these	   mistakes	   (Shefrin,	   2000).	   However,	   this	   is	   easier	   said	   than	   done	   as	   people	   can	   be	  subject	   to	   social	   structures	  without	   even	  being	   subjectively	   aware	  of	   them	   (Smith,	   2003).	   People	  are	   intertwined	   with	   the	   market	   and	   there	   seems	   to	   be	   no	   such	   thing	   as	   value-­‐free	   economics	  (Frankfurter,	  2004).	  People	  use	  mathematics	  to	  supply	  comforting	  answers	  in	  our	  uncertain	  world.	  We	   should	   gain	   an	   understanding	   of	   how	   these	   mathematical	   standards	   are	   set,	   rather	   than	  assuming	  that	  standards	  pre-­‐exist.	  Thus,	  objective	  reality	  can	  be	  seen	  as	  some	  sort	  of	  collection	  of	  subjective	   realities	   (McGoun,	   2000).	   Business	   accounting	   is	   a	   rich	   and	   dense	   social	   practice	   that	  seeks	   to	   achieve	   consistency	   in	   its	   evaluations	   (Desrosieres,	   2001).	   Mathematics	   provides	   this	  consistency,	  yet	  social	  practices	   threaten	   the	  consistency	  and	   this	  element	  cannot	  be	   ignored	  any	  longer.	   Further,	   investigation	   in	   regards	   to	   applying	   psychological	   practices	   to	   business	   studies	  seem	   to	   be	   an	   absolute	   necessity.	   By	   examining	   the	   behavioral	   aspects	   in	   regards	   to	   dividend	  policies	  management	   and	   shareholders	  will	   gain	   a	   better	   understanding	   upon	   how	  decisions	   are	  made.	   This	   gained	   understanding	   can	   potentially	   reduce	   the	   gap	   between	   managers	   and	  shareholders.	   Different	   psychological	   causes	   for	   escalating	   commitment	   have	   been	   researched	  including	   managerial	   optimism,	   managerial	   overconfidence,	   self-­‐justification	   and	   loss	   aversion.	  Within	  this	  study	  the	  focus	  will	  be	  on	  loss	  aversion.	  
1.3	  Scientific	  Relevance	  What	   is	   the	   scientific	   relevance	   of	   this	   research?	   Many	   dividend	   studies	   focus	   on	   how	   dividend	  fluctuations	   influence	  stock	  value.	  However,	  within	  this	  research	  we	  wish	  to	  take	  a	  step	  back	  and	  examine	  the	  power	  of	  the	  managers	  upon	  dividends.	  And	  how	  their	  decisions	  are	  influenced.	  This	  research	   contributes	   to	   the	   scientific	   community,	   because	   it	   takes	   behavioral	   and	   psychological	  aspects	  into	  consideration.	  	  	  How	   different	   behavioral	   aspects	   are	   related	   to	   escalating	   commitment	   remains	   relatively	   an	  untouched	   research	   domain.	   Schultz-­‐Hardt	   (2012)	   indicate	   that	   despite	   the	   relevance	   of	  management’s	   escalating	   commitment	   in	   regards	   to	   reinvestment	   decisions,	   little	   is	   still	   known	  about	  how	  management	  process	   information	  in	  escalated	  situations.	  The	  rational	  standard	  theory	  may	   not	   be	   able	   to	   explain	   the	   concept	   of	   escalating	   commitment,	   yet	   the	   psychological	  perspectives	  of	  the	  phenomenon	  possibly	  can	  (McElhinney,	  2005).	  	  	  The	   prospect	   theory	   in	   regards	   to	   loss	   aversion	   holds	   considerable	   promise	   even	   though	   it	   was	  never	   designed	   to	   analyse	   escalating	   commitment	   and	   further	   empirical	   research	   is	   needed.	   The	  prospect	   theory	   can	   be	   comprehended	   as	   a	   means	   to	   comprehend	   the	   processes	   underlying	  escalating	  commitment	  as	  to	  how	  decisions	  are	  made	  (Whyte,	  1986).	  The	  goal	  of	  this	  research	  is	  to	  gain	   a	   better	   understanding	   of	   the	   prospect	   theory	   in	   regards	   to	   dividends	   and	   escalating	  commitment.	  The	  main	  consensus	  within	  the	  literature	  in	  regards	  to	  this	  subject	  is	  that	  managerial	  bias	  will	  lead	  to	  higher	  investments	  leading	  to	  lower	  dividend	  payouts.	  There	  are	  many	  compelling	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behavioural	  theories,	  yet	  empirical	  proof	  is	  unsettled	  (Ben-­‐David,	  2010).	  Schultz-­‐Hardt	  states	  that	  biased	   processing	   is	   a	   powerful	  mediator	   for	   escalating	   commitment	   and	   remains	   an	   interesting	  question	  for	  future	  research	  (Schultz-­‐Hardt,	  2010).	  	  	  Within	  this	  research	  negative	  feedback	  is	  combined	  to	  escalating	  commitment	  and	  consequently	  to	  dividend	  policy.	  One	  would	  expect	  after	  managers	  learn	  arguments	  as	  to	  why	  their	  choices	  may	  be	  suboptimal	  or	  poor	  escalating	  commitment	  will	  be	  reduced.	  Thus,	  ideally	  negative	  feedback	  should	  lead	   to	   reduced	   escalating	   commitment.	   However,	   due	   to	   biased	   feedback	   processing	   negative	  feedback	  tends	  to	   lead	  to	  escalating	  commitment	   instead	  (Schultz-­‐Hardt,	  2009).	  Positive	  feedback	  will	  remain	  outside	  the	  scope	  of	  this	  research,	  because	  individuals	  tend	  to	  allocate	  more	  resources	  to	   a	   certain	  project	  when	  negative	   feedback	   is	   received	   as	   opposed	   to	  when	  positive	   feedback	   is	  received	  (Bowen,	  1987).	  
1.4	  Problem	  Statement	  	  Main	  problem	  statement:	  	  	  
How	  does	  loss	  aversion	  influence	  escalating	  commitment	  (entrapment)	  in	  regards	  to	  the	  free	  cashflow	  
model	  and	  dividend	  payout	  policies?	  	  
	  Sub	  research	  questions:	  	  1.	  What	  literature	  is	  known	  in	  regards	  to	  escalating	  commitment	  within	  behavioral	  finance?	  2.	  How	  is	  loss	  aversion	  defined	  and	  how	  is	  loss	  aversion	  related	  to	  escalating	  commitment?	  	  3.	  In	  relation	  to	  escalating	  commitment	  how	  is	  loss	  aversion	  measured?	  4.	  How	  can	  the	  free	  cashflow	  model	  be	  defined?	  5.	  Can	  theoretical	  proof	  be	  found	  in	  regards	  to	  the	  relation	  loss	  aversion,	  escalating	  commitment,	  the	  free	  cashflow	  model	  and	  dividend	  payout	  policies?	  	  6.	  Can	  empirical	  proof	  be	  found	  in	  regards	  to	  the	  relation	  loss	  aversion,	  escalating	  commitment,	  the	  free	  cashflow	  model	  and	  dividend	  payout	  policies?	  	  
1.5	  Research	  Plan	  	  How	  this	  research	  paper	  is	  set-­‐up	  is	  visually	  explained	  below.	  	  	  	  	  	  	  	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
Figure	  1:	  Research	  Set-­Up	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2.	  Literature	  	  This	   chapter	   is	   divided	   into	   five	   parts,	   each	   part	   aims	   to	   answer	   one	   of	   the	   five	   sub	   research	  questions.	   At	   the	   end	   of	   each	   part	   a	   summary	   will	   be	   given	   as	   an	   answer	   to	   the	   sub	   research	  question.	  The	  structure	  of	   this	  chapter	   is	  as	   follows:	  elaborating	  on	  EOC	  and	  behavioral	  concepts,	  exploring	   loss	   aversion	   theory,	   understanding	   how	   to	   measure	   loss	   aversion	   through	   negative	  feedback,	   understanding	   the	   free	   cashflow	   (FCF)	   model	   and	   research	   how	   all	   the	   previous	  mentioned	   are	   related.	   Sub	   research	   question	   six	   is	   related	   to	   empirical	   study	   and	   will	   remain	  outside	  of	  the	  scope	  of	  this	  chapter.	  However,	  will	  be	  discussed	  further	  along	  in	  this	  research	  paper.	  	  
2.1	  EOC	  within	  Behavioral	  Finance	  	  This	  paragraph	  focuses	  on	  the	  first	  sub-­‐research	  question:	  “What	  literature	  is	  known	  in	  regards	  to	  escalating	   commitment	  within	  behavioral	   finance?”	   It	   explains	  behavioral	   finance	   concepts	  and	   it	  elaborates	  on	  elements	  and	  causes	  of	  EOC	  and	  concludes	  with	  a	  short	  summary.	  	  
2.1.1	  Behavioral	  Finance	  	  Epstein	  (1994)	  proposed	  a	  cognitive-­‐experimental	  self-­‐theory	  (CEST)	  that	  states	  two	  independent	  processing	   systems,	   namely	   the	   rational	   (Standard	   Finance)	   and	   the	   experiential	   system	  (Behavioral	  Finance).	  The	  rational	  system	  relies	  on	  logic,	  whereas	  the	  experiential	  system	  relies	  on	  intuition	   (Wong,	  2008).	   In	  uncertain	   conditions	   irrational	  managers	  make	   faster	  decisions	   (Chen,	  2011).	   Uncertainty	   avoidance	   can	   be	   used	   to	   understand	   dividend	   decision	   problems	   (Kumar,	  1996).	  Managers	   tend	   to	   avoid	   uncertainty	   by	   imposing	   standard	   rational	   operating	   procedures,	  industry	  conventions	  and	  uncertainty	  absorbing	  contracts	  on	  their	  environment.	  By	  creating	  these	  uncertainty-­‐avoiding	  methods,	  uncertainty	  is	  not	  eliminated;	  however	  dealing	  with	  the	  uncertainty	  becomes	  more	  comfortable.	  Cyert	  and	  March	   (1993)	  state	   that	  uncertainty	  avoidance	   is	  a	   central	  feature	  of	  the	  behavioral	  hypothesis	  and	  it	  can	  influence	  a	  manager’s	  decision	  making.	  	  
2.1.2	  Elements	  of	  EOC	  	  Brockner	   &	   Rubin,	   1985	   found	   that	   individuals	   will	   continued	   to	   be	   entrapped,	   in	   other	   words	  committed	  to	  a	  failing	  course	  of	  action,	  even	  beyond	  the	  point	  where	  benefits	  equal	  costs	  (Bowen,	  1987).	  The	  more	  that	   is	   invested	  the	   less	  willing	  the	  decision-­‐maker	  will	  be	  to	  give	  up	  (Brockner,	  1992).	  Brockner	  and	  Rubin	  (1985)	  show	  that	  people	  will	  spend	  a	  substantial	  amount	  of	   time	  and	  money	   to	   achieve	   an	   elusive	   goal.	  Arkes	   and	  Blumer	   (1985)	   show	   that	   the	  more	  money	   that	   has	  been	  spent	  on	  a	  project	  the	  more	  tempting	  it	  will	  be	  for	  the	  manager	  to	  continue	  until	  its	  project’s	  completion.	  Pulling	  out	  of	  a	  certain	  commitment	  can	  cut	  losses,	  however	  material	  and	  psychological	  costs	   can	  occur.	   Persistence	  will	   potentially	   lead	   to	   future	   risk	  of	   capital,	   however	   there	   is	   still	   a	  chance	   it	   can	  eventually	  bring	  about	  gain	  making	   it	  difficult	   to	  give	  up	  on	  a	   committed	   course	  of	  action.	   Also,	   individuals	   that	   have	   a	   higher	   commitment	   towards	   certain	   standards	  will	   be	  more	  likely	   to	   enforce	   these	   standards	   (Kiesler,	   1971;	   Salnancik,	   1977,	   Staw,	   1982).	   Commitment	  involves	  emotional	  energy	  and	  is	  considered	  people	  focused.	  A	  high	  level	  of	  commitment	  can	  lead	  to	  escalation	  of	  commitment.	  	  	  Escalating	  commitment	  processes	  are	  also	  referred	  to	  as	  “entrapment”	  (Brockner	  and	  Rubin,	  1985).	  When	  decision	  makers	  escalate	  their	  commitment	  to	  an	  ineffective	  course	  of	  action	  due	  to	  justifying	  previous	   decisions	   Brockner	   speaks	   of	   entrapment.	   Some	   researchers	   use	   the	   terms	   entrapment	  and	  escalating	  commitment	  interchangeably.	  However,	  other	  researchers	  state	  there	  is	  a	  difference.	  They	  state:	  research	  on	  entrapment	  is	  concerned	  with	  participants	  who	  are	  confronted	  with	  small,	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continuous	   losses	  and	  examine	  how	  participants	  persist	  with	  a	   failing	  course	  of	  action	  (Brockner,	  1975).	  Yet,	  with	  escalation	  of	  commitment	  participants	  have	  to	  decide	  about	  a	  specific	  amount	  of	  resources	  to	  be	  reinvested	  in	  a	  previously	  chosen	  action	  that	  has	  received	  negative	  feedback.	  The	  more	   resources	   allocated	   to	   this	  previously	   chosen	  action,	   the	  higher	   the	   tendency	   for	   escalating	  commitment	   (Staw,	   1976).	   Thus,	   the	   essential	   difference	   between	   entrapment	   and	   escalating	  commitment	   is	   the	   choice	   to	   reinvest.	  With	   entrapment	   a	  manager	  may	   continue	  with	   a	   project	  even	   if	   it	   is	   a	   failing	   course	   of	   action	  without	   committing	   to	   investing	   additional	   resources.	   The	  manager	  does	  not	  decide	  to	  stop	  with	  a	  project,	  however	  no	  additional	  money	   is	  spent.	  However,	  with	  escalating	   commitment	  a	  manager	   invests	   even	  more	  money	   into	  a	  project	   in	  an	  attempt	   to	  make	  the	  failing	  project	  work.	  So	  lets	  say	  90%	  of	  the	  money	  for	  an	  investment	  has	  been	  spent,	  an	  entrapped	   manager	   will	   continue	   with	   the	   project,	   however	   will	   not	   spend	   the	   additional	   10%.	  However,	  an	  escalated	  committed	  manager	  will	  invest	  the	  additional	  planned	  10%.	  Even	  though	  the	  difference	  between	  these	  two	  definitions	  is	  minuscule,	  Schultz-­‐Hardt	  does	  indicate	  it	  is	  a	  difference	  that	   is	   important	   for	   the	   focus	   of	   this	   research.	   Within	   this	   research	   the	   focus	   is	   on	   escalating	  commitment.	  Thus,	  why	  managers	  choose	  to	  invest	  an	  extra	  10%?	  
2.1.3	  Causes	  for	  EOC	  	  Escalating	   commitment	  was	   initially	   described	   as	   a	   consequence	   of	   self-­‐justification.	   However,	   a	  variety	  of	  elements	  can	  lead	  to	  escalating	  commitment,	  such	  as	  overconfidence,	  optimism,	  illusion	  of	   control,	   personal	   responsibility	   and/or	   relevance	   of	   negative	   feedback	   (Bowen,	   1987).	   The	  decision	  dilemma	  theory	  introduced	  by	  Bowen	  (1987)	  suggests	  that	  sticking	  with	  a	  certain	  course	  of	   action	   may	   not	   be	   caused	   by	   self-­‐justification,	   instead	   it	   might	   be	   caused	   by	   economic	  considerations,	   curiosity,	   the	   need	   to	   make	   a	   greater	   effort	   to	   see	   if	   it	   will	   bring	   the	   project	   to	  fruition	  and	  to	  learn	  about	  the	  certain	  situation	  therefore	  sticking	  by	  its	  initial	  decision	  (Brockner,	  1992).	  Thus,	  escalating	  commitment	  may	  be	  due	  to	  wider	  set	  of	  variables	  than	  initially	  first	  thought.	  The	  self-­‐justification	  theory	  does	  not	  completely	  explain	  how	  people	  cope	  with	  uncertainty,	  yet	  the	  prospect	   theory	   does.	   However,	   the	   prospect	   theory	   does	   not	   claim	   that	   the	   self-­‐justification	  process	   is	   irrelevant	   to	   decision	   making,	   because	   framing	   decisions	   are	   influenced	   by	   self-­‐justification.	  	  	  The	   prospect	   theory	   explains	   that	   escalating	   commitment	   can	   be	   seen	   as	   an	   artifact	   of	   framing	  decisions,	   because	   information	   processing	   is	   different	   for	   individuals	   experiencing	   success	   as	  opposed	  to	  failure.	  Hereby,	  some	  situations	  will	  be	  framed	  as	  success	  whereas	  others	  as	  failure.	  In	  an	  escalating	  commitment	  situation	  managers	  are	  experiencing	  failure,	  to	  avoid	  losses	  risk-­‐seeking	  behavior	   can	   occur.	   The	   difference	   in	   information	   processing	   between	   dealing	   with	   success	   and	  failure	   will	   lead	   to	   a	   difference	   in	   the	   degree	   of	   commitment	   to	   policy	   decisions	   (Staw,	   1978).	  Framing	  decisions	   can	  be	   influenced	  by	  how	   the	   information	  processing	  process	   is	  managed	  and	  can	   potentially	   lead	   to	   value	   destroying	   decisions	   (Shefrin,	   2007).	   The	   prospect	   theory	   also	  describes	   an	   individual’s	   risk	   taking	   propensities	   under	   conditions	   of	   uncertainty,	   such	   as	   risky	  options.	  For	  example,	  Amos	  and	  Kahneman	  explored	  the	  following	  example:	  	  	  
Would	  you	  accept	  a	  gamble	  that	  offers	  a	  10%	  chance	  to	  win	  $95	  and	  a	  90%	  chance	  to	  lose	  $5?	  
	  	   	   	   	   	   	   or	  	  
Would	  you	  pay	  $5	  to	  participate	  in	  a	  lottery	  that	  offers	  a	  10%	  chance	  to	  win	  $100	  and	  a	  90%	  chance	  
to	  win	  nothing?	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Both	  situations	  are	   framed	  differently.	  However,	  within	  both	  problems	  you	  have	  a	  risky	  choice	  of	  being	  $95	  richer	  or	  $5	  poorer.	  A	  rational	  manager	  would	  be	  indifferent	  to	  the	  choice.	  However,	  for	  an	   irrational	   manager	   the	   second	   option	   instinctively	   is	   more	   appealing,	   because	   the	   negative	  feeling	  of	  losing	  something	  is	  a	  stronger	  feeling	  than	  the	  negative	  feeling	  related	  to	  a	  cost.	  In	  other	  words,	  pulling	  the	  plug	  on	  a	  certain	  project	  has	  a	  stronger	  negative	  feeling	  than	  the	  cost	  of	  an	  extra	  investment	  in	  the	  hope	  the	  investment	  will	  result	  in	  project	  fruition.	  	  
2.1.4	  Summary	  Sub	  Research	  Question	  1	  Within	  this	  chapter	  the	  aim	  was	  to	  answer	  the	  first	  sub	  research	  question:	  	  	  “What	  literature	  is	  known	  in	  regards	  to	  escalating	  commitment	  within	  behavioral	  finance?”	  	  	  The	  following	  important	  findings	  have	  been	  discovered:	  1.	  EOC	  is	  part	  of	  Behavioral	  Finance	  and	  not	  part	  of	  the	  rational	  models	  (Standard	  Finance),	  because	  escalating	   commitment	   is	   a	   decision	  based	  on	   emotional	   energy	   and	   causes	   a	  manager	   to	  depart	  from	  utility	  maximization.	  	  2.	  You	  can	  recognize	  an	  escalated	  committed	  manager	  by	  studying	  the	  performance	  of	  a	  project.	  If	  the	  performance	  of	  a	  project	  is	  poor	  and	  the	  manager	  still	  decides	  to	  spend	  a	  substantial	  amount	  of	  time	  and	  money	  towards	  trying	  to	  make	  the	  project	  a	  success	  escalating	  commitment	  has	  occurred.	  	  3.	  Project	  completion	  influences	  escalating	  commitment.	  For	  example,	  if	  a	  project	  is	  80%	  complete	  the	  chances	  of	  escalating	  commitment	  occurring	  after	  negative	  feedback	  is	  received	  will	  be	  higher	  than	  when	  a	  project	   is	  only	  20%	  complete.	  The	  more	  money	  that	  has	  been	  spent	  on	  a	  project	  the	  more	  tempting	  it	  will	  be	  for	  the	  manager	  to	  continue	  until	  its	  project’s	  completion.	  	  4.	  EOC	  focuses	  on	  reinvestment	  of	  a	  failing	  course	  of	  action,	  whereas	  entrapment	  does	  not.	  So	  lets	  say	  90%	  of	  the	  money	  for	  an	  investment	  has	  been	  spent,	  an	  entrapped	  manager	  will	  continue	  with	  the	  project,	  however	  will	  not	  spend	  the	  additional	  10%.	  However,	  an	  escalated	  committed	  manager	  will	  invest	  the	  additional	  planned	  10%.	  This	  research	  focuses	  on	  EOC.	  	  5.	  The	  prospect	  theory	  (A	  Behavioral	  Finance	  Theory)	  indicates	  that	  the	  feeling	  of	  losing	  something	  is	  a	  stronger	  feeling	  than	  the	  negative	  feeling	  related	  to	  a	  cost,	  which	  can	  cause	  EOC.	  In	  an	  escalated	  commitment	   situation	   managers	   are	   experiencing	   failure	   (loss),	   to	   avoid	   losses	   risk-­‐seeking	  behavior	  can	  occur.	  	  
2.2	  Loss	  Aversion	  (Aversion	  to	  a	  sure	  loss,	  Risk	  Aversion,	  Prospect	  Theory)	  	  The	   prospect	   theory	   does	   not	   attempt	   to	   demonstrate	   rationality,	   instead	   it	   sees	   the	   decision	   to	  escalate	  or	  not	  as	  an	  example	  of	  decision-­‐making	  under	  risk.	  Whyte	  (1986)	  states:	  “At	  this	  point	  in	  its	  development,	   the	  prospect	   theory	   is	  approximate	  or	  simplistic	  description	  of	   the	  evaluation	  of	  risky	  prospects.	  Certainly,	   it	   is	  underdeveloped	  as	  a	   theory	  of	  escalating	  commitment,	  although	   it	  was	  never	  designed	  to	   function	  as	  such	  (Whyte,	  1986).”	  Thus,	   the	  prospect	   theory	  can	   further	  be	  researched	  to	  gain	  a	  better	  understanding	  as	  to	  how	  decisions	  are	  made.	  	  First,	  important	  elements	  of	  this	  underdeveloped	  theory	  will	  be	  brought	  forward.	  Second,	  the	  relation	  between	  loss	  aversion	  and	   escalating	   commitment	   (EOC)	  will	   be	   explained.	  Third,	   the	  difference	  between	   loss	   aversion,	  aversion	  to	  a	  sure	  loss	  and	  risk	  aversion	  will	  be	  discussed.	  The	  aim	  of	  this	  chapter	  is	  to	  provide	  an	  answer	   for	   the	   second	   sub	   research	   question:	   “How	   is	   loss	   aversion	   defined	   and	   how	   is	   loss	  aversion	  related	  to	  escalating	  commitment?”	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2.2.1	  Elements	  of	  the	  Prospect	  Theory	  –	  Loss	  Aversion	  	  The	   prospect	   theory	   describes	   an	   individual’s	   risk	   taking	   propensities	   under	   conditions	   of	  uncertainty	  and	  is	  seen	  as	  one	  of	  the	  central	  concepts	  of	  entrapment	  (EOC).	  The	  standard	  finance	  assumes	   that	   individuals	   only	   depart	   from	   risk	   averse	   behavior	   in	   unusual	   circumstances.	   The	  prospect	  theory	  differs	  from	  the	  rational	  expected	  utility	  model	  (Standard	  Finance).	  First	  of	  all,	  the	  prospect	  theory	  evaluates	  gains	  or	  losses	  relative	  to	  a	  reference	  point,	  whereas	  the	  expected	  utility	  model	  evaluates	  the	  change	  of	  total	  wealth.	  Second,	  the	  prospect	  theory	  relies	  upon	  the	  “certainty	  effect”.	   The	   certainty	   effect	   indicates	   that	   outcomes	   that	   are	   almost	   certain	   are	   given	   less	  weight	  than	   their	   probability	  within	   an	   expected	  value	   justifies.	   The	   expected	  value	   is	   the	   average	  of	   its	  outcomes,	  each	  weighted	  by	  its	  probability.	  For	  example,	  the	  expected	  value	  of	  95%	  chance	  to	  lose	  $1000	   is	   $950	   (0.95	   x	   1000).	   However,	   with	   the	   certainty	   effect	   the	   probability	   of	   95%	  will	   be	  weighed	  less,	  because	  the	  psychological	  difference	  between	  a	  95%	  risk	  of	  failure	  and	  the	  certainty	  of	  failure	  is	  large.	  In	  other	  words	  the	  5%	  difference	  between	  95%	  and	  100%	  feels	  psychologically	  larger	  than	  5%.	  Thus,	  the	  decision	  weights	  that	  people	  assign	  to	  outcomes	  are	  not	  the	  same	  as	  their	  probabilities.	   In	   this	   case,	   the	   decision	   weight	   for	   95%	   will	   be	   lower	   than	   the	   probability	   has	  assigned.	  If	  there	  is	  a	  95%	  chance	  to	  loose	  $1000,	  it	   is	  almost	  certain	  that	  one	  will	   lose	  $1000	  yet	  people	  will	  still	  believe	  there	  is	  hope.	  People	  believe	  they	  will	  still	  have	  a	  chance	  if	  they	  take	  a	  risk.	  Therefore,	  the	  certainty	  effect	  encourages	  risk-­‐seeking	  behavior,	  because	  people	  prefer	  to	  take	  the	  risk	  rather	  than	  take	  the	  certain	  loss	  of	  $950.	  Now,	  if	  there	  is	  a	  95%	  chance	  you	  will	  win	  $1000	  the	  situation	   in	   regards	   to	   the	   certainty	   effect	   is	   different.	   You	   almost	   certainly	   know	   you	   will	   gain	  $1000.	  Yet,	   the	  decision	  weight	  you	  apply	   to	   the	  probability	  of	  95%	  is	   lower	   than	  95%.	  So	  one	   is	  still	   unsure	   if	   the	   $1000	  will	   actually	   be	   gained,	   therefore	   all	   risks	  will	   be	   avoided	   to	  make	   sure	  $1000	  is	  gained.	  This	  effect	  is	  called	  risk-­‐aversion.	  	  Thus,	  the	  certainty	  effect	  promotes	  risk	  seeking	  between	   losses	  and	   risk	  aversion	  between	  gains	   (Kahneman,	  2011).	  An	   individual	   is	   risk	   seeking	  between	  two	  losses,	  because	  the	  individual	  prefers	  the	  option	  with	  the	  lower	  monetary	  expectation	  (sum	  of	   outcomes	   x	   probabilities).	   For	   example,	   consider	   the	   following	   situation	   you	   can	   choose	  between	  the	  following	  options:	  there	  is	  85%	  chance	  to	  lose	  $1000	  or	  you	  can	  choose	  to	  lose	  $800	  with	   certainty.	   Most	   people	   will	   choose	   to	   take	   the	   risk	   even	   though	   it	   has	   a	   lower	   monetary	  expectation.	  The	  monetary	  expectation	  of	  the	  risk	  is	  -­‐$850	  (85%	  x	  $1000),	  whereas	  the	  monetary	  expectation	   of	   the	   certainty	   is	   -­‐$800.	   This	   is	   called,	   risk-­‐seeking	   behavior.	   In	   other,	   words	   if	   we	  apply	   this	   to	   a	   manager,	   the	   manager	   overcommits	   to	   the	   risk	   to	   avoid	   a	   sure	   loss,	   escalating	  commitment	  occurs.	  We	  can	  apply	  a	  similar	  situation	  to	  gains.	  An	  individual	  is	  risk	  averse	  between	  two	   gains,	   because	   the	   individual	   prefers	   the	   option	  with	   the	   lowest	  monetary	   expectation	   gain	  	  (sum	  of	   outcomes	   x	   probabilities).	   For	   example,	   consider	   the	   following	   situation	   you	   can	   choose	  between	  the	  following	  options:	  there	  is	  85%	  chance	  to	  win	  $1000	  or	  you	  can	  choose	  to	  take	  $800	  with	  certainty.	  Most	  people	  will	  take	  the	  $800	  with	  certainty	  even	  though	  it	  has	  a	  lower	  monetary	  expectation	   than	  $1000	  x	  85%,	  which	   is	  $850.	  This	   is	  called,	   risk	  averse	  behavior.	  However,	  only	  when	  the	  expected	  value	  of	  the	  uncertain	  gain	  exceeds	  the	  value	  of	  the	  sure	  gain	  by	  a	  considerable	  margin	  will	  individuals	  choose	  the	  uncertain	  gain,	  the	  risky	  option.	  The	  prospect	  theory	  perceives	  sunk	   costs	   differently	   than	   Staw.	   Staw	   explains	   that	   sunk	   costs	   are	   used	   rationally	   to	   determine	  whether	   the	   benefits	   exceed	   costs.	   Yet,	   the	   prospect	   theory	   uses	   sunk	   costs	   to	   frame	   decisions	  (Whyte,	  1986).	  Thus,	  the	  fundamental	  difference	  between	  Staw	  and	  the	  prospect	  theory	  is	  that	  the	  prospect	   theory	   relates	   to	   the	   perception	   as	   to	   how	   the	   benefits	   and	   costs	   are	   viewed,	  with	   the	  prospect	   theory	   a	   determined	   rational	   benefit	   by	   Staw	   could	   still	   be	   perceived	   as	   a	   negative	  depending	  on	  how	  that	  benefit	  is	  framed.	  This	  is	  important	  to	  be	  aware	  of	  for	  this	  research,	  because	  within	   this	   research	  sunk	  costs	  are	  defined	  according	   to	   the	  prospect	   theory	  as	  opposed	   to	  using	  Staw’s	  definition.	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2.2.2	  Loss	  Aversion	  and	  EOC	  	  Juliusson,	  Karlsson	  and	  Gärling	  (2005)	  find	  that	  when	  managers	  are	   instructed	  to	  maximize	  gains	  escalation	   of	   commitment	   increases	   as	   opposed	   to	  when	  managers	  were	   instructed	   to	  minimize	  losses.	  When	  maximizing	   gains	   one	  might	   believe	   that	   current	   gains	  will	   lead	   to	   potential	   future	  gains.	  Yet,	  when	  minimizing	  losses	  one	  may	  believe	  that	  current	  potential	  losses	  could	  be	  followed	  by	  future	  potential	  losses.	  Kahneman	  &	  Tversky	  (1984)	  do	  state	  that	  managers	  will	  be	  less	  willing	  to	  continue	  with	  a	  certain	  course	  of	  action	  when	  there	   is	  more	   to	   lose.	   In	  other	  words,	  managers	  will	  be	  less	  willing	  to	  continue	  with	  a	  certain	  course	  of	  action	  when	  sunk	  costs	  are	  higher,	  because	  when	  there	  is	  more	  to	  lose	  sunk	  costs	  increase.	  At	  one	  point	  sunk	  costs	  can	  be	  so	  high	  that	  it	  causes	  EOC	  to	  decrease	  (Juliusson,	  2006).	  Where	  this	  tipping	  point	  is,	  is	  yet	  to	  be	  discovered	  and	  could	  be	  very	  well	  be	  dependent	  on	  its	  environment.	  	  
2.2.3	  Loss	  aversion,	  Aversion	  to	  a	  Sure	  Loss,	  Risk	  Aversion	  	  So	   what	   is	   the	   difference	   between	   loss	   aversion,	   risk	   aversion	   and	   aversion	   to	   a	   sure	   loss?	  Kahneman	  explains	  when	  a	  gain	  and	  a	  loss	  are	  both	  possible	  loss	  aversion	  can	  be	  the	  cause	  for	  risk	  averse	  choices.	  Risk	  averse	  managers	  will	  wish	  to	  reduce	  uncertainty.	  Thus,	  a	  risk-­‐averse	  manager	  might	  choose	  to	  invest	  in	  a	  safe	  project	  with	  a	  lower	  return	  as	  opposed	  to	  a	  risky	  investment	  with	  a	  potential	   higher	   return.	   Kahneman	   claims	   that	   risk	   averse	   behavior	  will	  most	   likely	   occur	  when	  feedback	   is	   framed	   as	   a	   gain	   as	   opposed	   to	   being	   framed	   as	   a	   loss.	   Thus,	   positive	   feedback	   in	  regards	  to	  an	  investment	  will	  lead	  to	  safe	  investment	  decisions.	  When	  negative	  feedback	  is	  received	  loss	  aversion	  occurs	  instead	  of	  risk	  aversion.	  Losses	  are	  avoided,	  because	  the	  pain	  of	  a	  loss	  weighs	  more	   than	   the	   happiness	   of	   a	   gain	   resulting	   in	   risk	   averse	   decisions	   caused	   by	   loss	   aversion.	  Kahneman	  states	  that	  losses	  are	  twice	  as	  powerful	  as	  gains.	  Kahneman	  uses	  an	  example	  to	  explain	  this	  phenomenon.	  He	  asked	  people	  to	  answer	  the	  following	  question:	  What	  is	  the	  smallest	  gain	  that	  I	   need	   to	   balance	   an	   equal	   chance	   to	   lose	   $100?	   For	  many	   people	   the	   answer	   was	   $200,	   which	  indicates	  that	  the	  loss	  aversion	  rate	  in	  most	  cases	  ranges	  from	  1.5	  –	  2.5.	  When	  a	  decision	  maker	  has	  a	  choice	  between	  a	  sure	  loss	  and	  an	  even	  larger	  loss	  that	  is	  merely	  probably,	  risk-­‐seeking	  behavior	  occurs,	  because	  the	  decision	  maker	  will	  wish	  to	  postpone	  the	  pain	  of	  the	  certain	  loss.	  This	  is	  called	  an	   aversion	   to	   a	   sure	   loss	   (Kahneman,	   2011).	   Shefrin	   defines	   aversion	   to	   a	   sure	   loss	   as	   follows:	  people	   choose	   to	   accept	   an	   actuarially	   unfair	   risk	   in	   an	   attempt	   to	   avoid	   a	   sure	   loss.	   Thus,	  discontinuing	  an	  investment	  is	  postponed	  due	  to	  aversion	  to	  a	  sure	  loss.	  The	  moment	  of	  truth	  and	  admitting	   investment	   failure	   is	   postponed.	   Avoiding	   an	   unpleasant	   feeling,	   such	   as	   previously	  described	  has	  been	  known	  as	  the	  disposition	  effect.	  Loss	  aversion	  shows	  that	  managers	  will	  start	  taking	   risks	   to	   avoid	   losses	   and	   aversion	   to	   a	   sure	   loss	   shows	   that	   new	   and/or	   continuing	  investments	  will	  be	  made	  to	  avoid	  losses.	  Whether	  information	  is	  perceived	  as	  positive	  or	  negative	  depends	  on	  the	  reference	  point.	  This	  reference	  point	  is	  not	  fixed.	  It	  changes	  over	  time	  and	  depends	  on	  the	  situation	  and	  its	  immediate	  circumstances.	  For	  example,	  if	  a	  large	  dividend	  issuance	  decline	  is	  expected	  and	  yet	  only	  a	   small	  amount	  of	  dividend	   is	   reduced,	   this	  can	  be	   interpreted	  as	  a	  gain	  compared	  to	  the	  larger	  loss.	  This	  is	  known	  as	  a	  shift	  of	  reference	  (Kahneman,	  1979).	  People	  tend	  to	  have	   an	   increase	   in	   loss	   aversion	   behavior	   when	   negative	   feedback	   is	   received.	   People	   strongly	  prefer	  avoiding	  losses	  and	  they	  prefer	  to	  take	  risks	  that	  will	  mitigate	  their	   loss.	  This	   is	  called	  risk	  seeking.	  Negative	  feedback	  upon	  previous	  decisions	  will	  lead	  to	  a	  construed	  choice	  between	  losses	  for	   future	   decisions,	   risk	   seeking	   behavior	  will	   occur,	  which	  will	   consequently	   lead	   to	   escalating	  commitment.	  Loss	  aversion	  also	  causes	  people	  to	  prefer	  no	  change,	  people	  prefer	  to	  stick	  with	  the	  status	  quo.	  Choices	  are	  strongly	  influenced	  towards	  the	  status	  quo	  and	  small	  changes	  are	  preferred	  above	  large	  changes.	  Loss	  aversion	  favors	  stability	  over	  change.	  This	  conservatism	  creates	  stability	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near	  the	  reference	  point.	  Managers	  are	  often	  faced	  with	  choices	  between	  retaining	  the	  status	  quo	  or	  accepting	  an	  alternative.	  By	  continuing	  an	  investment	  the	  status	  quo	  is	  maintained.	  	  
2.2.4	  Summary	  Sub	  Research	  Question	  2	  	  Within	  this	  chapter	  the	  aim	  was	  to	  answer	  the	  second	  sub	  research	  question:	  	  	  “How	  is	  loss	  aversion	  defined	  and	  how	  is	  loss	  aversion	  related	  to	  escalating	  commitment?”	  	  	  The	  following	  important	  findings	  have	  been	  discovered:	  	  1.	  Loss	  aversion	  is	  an	  element	  of	  the	  prospect	  theory,	  which	  states	  that	  losses	  are	  avoided	  because	  the	  pain	  of	  a	  loss	  weighs	  more	  than	  the	  happiness	  of	  a	  gain.	  Uncertainty	  is	  avoided.	  Loss	  aversion	  can	   lead	   to	   risk	   aversion	   or	   risk	   seeking	   behavior	   dependent	   upon	   the	   situation.	   Risk	   aversion	  attempts	   to	   reduce	   uncertainty,	   so	   one	   may	   stay	   committed	   to	   a	   project	   to	   avoid	   risky	  consequences	  that	  can	  come	  with	  terminating	  a	  project.	  To	  avoid	  a	  potential	  loss	  a	  manager	  could	  potentially	  take	  an	  irrational	  risk	  and	  thereby	  demonstrate	  risking	  seeking	  behavior	  by	  continuing	  the	  project	  leading	  to	  escalation	  of	  commitment.	  	  2.	  The	  certainty	  effect	  contributes	  to	  risk	  seeking	  in	  choices	  involving	  sure	  losses.	  So	  if	  it	  is	  certain	  that	   a	   loss	   will	   occur	   aversion	   to	   a	   sure	   loss	   occurs.	   The	   isolation	   effect	   leads	   to	   a	   value	   being	  assigned	  to	  a	  loss	  rather	  than	  to	  its	  final	  assets.	  The	  same	  choices	  presented	  in	  a	  different	  form	  can	  be	   interpreted	   differently;	   probabilities	   are	   replaced	   by	   decision	   weights.	   The	   reference	   point	  shifts.	  For	  example,	  reducing	  the	  probability	  of	  a	  loss	  from	  p	  to	  p/2	  is	  less	  valuable	  than	  reducing	  the	  probability	  of	  that	  loss	  from	  p/2	  to	  0,	  because	  the	  relief	  of	  reducing	  a	  loss	  to	  0	  is	  greater	  than	  reducing	  the	  loss	  by	  half.	  Likewise,	  if	  a	  gain	  would	  increase	  from	  0	  to	  p	  to	  p	  x	  2	  the	  excitement	  of	  the	  increase	  would	  be	   less	   than	   the	  disappointment	   of	   a	   loss	   increasing	   from	  0	   to	   p/2	   to	   p.	   For	   loss	  aversion	   to	   occur	   there	   does	   not	   necessarily	   need	   to	   be	   a	   sure	   loss.	   So,	   if	   there	  were	   an	   80%	  of	  winning	  $200	  and	  an	  80%	  chance	  of	  losing	  $200,	  the	  pain	  losing	  the	  $200	  would	  be	  larger	  than	  the	  gain	  of	  winning	  the	  $200.	  If	  people	  have	  a	  choice	  between	  a	  100%	  chance	  of	  losing	  $1000	  and	  a	  5%	  chance	  of	  winning	  $1000,	  people	  would	  be	  tempted	  to	  choose	  to	  the	  5%	  risk	  to	  avoid	  a	  sure	  loss.	  Losing	  $1000	  would	  still	  feel	  more	  disappointing	  than	  the	  excitement	  of	  gaining	  $1000.	  In	  this	  case	  loss	  aversion	  and	  aversion	  to	  a	  sure	  loss	  have	  occurred	  simultaneously	  (Kahneman,	  1979).	  	  3.	   Two	   important	   elements	   of	   the	   prospect	   theory	   relating	   to	   loss	   aversion	   are	   the	   shift	   of	   the	  reference	  point	  and	  the	  certainty	  effect.	  	  4.	  People	  will	  avoid	  a	  sure	  loss,	  which	  is	  called	  an	  aversion	  to	  a	  sure	  loss.	  Risk	  seeking	  can	  occur	  to	  try	  and	  avoid	   that	   sure	   loss.	  Thereby,	   the	  argument	  being	   if	   there	   is	  a	   small	   chance	   to	  avoid	   that	  sure	  loss	  a	  risk	  would	  be	  taken	  to	  try	  and	  avoid	  that	  sure	  loss.	  Making	  a	  choice	  between	  two	  losses	  can	   cause	   risk-­‐seeking	   behavior.	   The	   individual	   will	   prefer	   the	   option	   with	   the	   lower	   monetary	  expectation	   (sum	  of	  outcomes	  x	  probabilities).	  Thus,	   aversion	   to	  a	   sure	   loss	   leads	   to	   risk	   seeking	  behavior.	  	  5.	  The	  prospect	   theory	  uses	  sunk	  costs	   to	   frame	  decisions.	  Sunk	  costs	  can	  be	  seen	  as	  sure	   losses.	  The	  desire	  to	  recover	  sunk	  costs	  increases	  EOC	  and	  risk	  seeking	  behavior.	  	  6.	   Losses	   loom	   larger	   than	   gains.	   Negative	   feedback	  will	   weight	   twice	   as	   powerful	   than	   positive	  feedback	  of	  the	  same	  volume.	  Negative	  feedback	  increases	  loss	  aversion.	  	  
2.3	  Measuring	  Loss	  Aversion	  –	  Negative	  Feedback	  	  Decision-­‐makers	  are	  hesitant	  in	  regards	  to	  making	  changes	  in	  policies	  after	  negative	  outcomes	  have	  been	  incurred	  (Staw,	  1978).	  In	  this	  paragraph	  we	  will	  elaborate	  further	  to	  understand	  the	  third	  sub	  research	  question,	  namely:	  “In	  relation	  to	  escalating	  commitment	  how	  is	  loss	  aversion	  measured?”	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2.3.1	  How	  can	  negative	  feedback	  be	  a	  measurement	  for	  loss	  aversion?	  As	  explained	  within	  the	  previous	  paragraph	  whether	  loss	  aversion	  occurs	  is	  dependent	  upon	  how	  a	  situation	   is	   framed	   and	   how	   it	   is	   perceived	   in	   regards	   to	   a	   certain	   reference	   point.	   In	   some	  situations	   the	   same	   feedback	  will	  be	   framed	  as	  positive	  whereas	   in	  other	   situations	   the	   feedback	  will	  be	  perceived	  as	  negative.	  Once	  it	  is	  understood	  how	  feedback	  is	  perceived	  loss	  aversion	  can	  be	  measured	  with	  more	  accuracy.	  The	  definition	  of	   feedback	   is	  dependent	  upon	   two	   factors:	   (a)	   the	  existence	   of	   credible	   criteria	   or	   standards	   to	   compare	   feedback	   to	   and	   (b)	   future	   performance	  should	   be	   able	   to	  meet,	   exceed	   or	   not	  meet	   the	   criteria	   or	   standards	   as	   a	   result	   of	   the	   feedback	  given.	   Weick	   (1979)	   explains	   that	   individuals	   are	   sometimes	   unable	   to	   establish	   criteria	   or	  standards	  to	  compare	  feedback	  to.	  This	  usually	  occurs	  in	  cognitively	  unstructured	  situations,	  where	  it	   is	   unclear	   “what	   leads	   to	   what”.	   Graham,	   Harvey	   and	   Puri	   (2009)	   point	   out	   that	   measuring	  managerial	  attitudes	  in	  relation	  to	  feedback	  is	  extremely	  difficult	  (Toshio,	  2012).	  Some	  individuals	  have	  the	  ability	  to	  develop	  standards,	  however	  fail	  to	  do	  so	  and	  sometimes	  there	  are	  standards	  in	  place,	  yet	  it	  is	  difficult	  to	  compare	  the	  data	  relating	  to	  the	  feedback	  to	  these	  standards.	  The	  effects	  of	  changes	  in	  uncertainty	  can	  be	  seen	  as	  a	  movement	  along	  a	  continuum	  from	  complete	  equivocality	  to	  unequivocality.	  Equivocality	  on	   the	  spectrum	  indicates	  an	  absence	  of	  criteria	  or	   lack	  of	  data	   in	  regards	  to	  feedback.	  	  Movement	  from	  equivocality	  to	  unequivocality	  could	  occur	  as	  data	  in	  regards	  to	   feedback	   becomes	   more	   available	   either	   positive	   or	   negative	   (Weick,	   1979).	   Wortman	   and	  Brehm	  (1975)	  explain	  that	  when	  the	  importance	  of	  feedback	  is	  higher	  the	  chance	  of	  persistence	  is	  increased.	  They	   also	   explain	   that	   initial	   negative	   feedback	  will	   lead	   to	  escalation	  of	   commitment.	  However,	   if	   repeated	  negative	   feedback	   is	   received	  managers	  do	   tend	   to	  pull	   the	  plug,	   especially	  when	  managers	  identify	  themselves	  with	  the	  outcomes.	   	  Also,	  feedback	  that	  is	  consistent	  with	  the	  decision-­‐makers	   beliefs	   is	   judged	   to	   be	  more	   credible	   than	   feedback,	   which	   is	   inconsistent	   with	  prior	   beliefs.	  When	  beliefs	   are	   attacked	  with	   negative	   feedback,	   the	   decision-­‐maker	  will	   produce	  counterarguments	  and	  will	  less	  likely	  change	  his	  or	  her	  attitude.	  This	  is	  called	  the	  inoculation	  effect	  (Schultz-­‐Hardt,	  2012).	  	  
2.3.2	  Summary	  Sub	  Research	  Question	  3	  	  Within	  this	  chapter	  the	  aim	  was	  to	  answer	  the	  third	  sub	  research	  question:	  	  	  “In	  relation	  to	  escalating	  commitment	  how	  is	  loss	  aversion	  measured?”	  	  The	  following	  important	  findings	  have	  been	  discovered:	  	  1.	  Loss	  aversion	  is	  dependent	  upon	  framing	  and	  is	  influenced	  by	  negative	  feedback.	  	  2.	   Negative	   feedback	   does	   not	   necessarily	   prevent	   EOC.	   Initial	   negative	   feedback	   increases	   EOC.	  However,	   repeated	   negative	   feedback	   decreases	   EOC.	   The	   question	   remains	   how	  much	   repeated	  negative	   feedback	   is	  needed	  for	  a	  manager	  to	  discontinue?	  If	   the	  same	  negative	   feedback	   is	  given	  twice	  will	  EOC	  decline	  or	  does	  the	  same	  negative	  feedback	  need	  be	  given	  six	  times	  before	  EOC	  will	  decline.	   This	   question	   remains	   outside	   the	   scope	   of	   this	   research	   to	   analyze	   this	  with	   precision.	  However,	   it	   is	   important	   to	   be	   aware	   of	   this	   effect	   for	   this	   research	   and	   could	   be	   an	   interesting	  concept	  for	  future	  research.	  	  3.	  When	  a	  manager’s	  beliefs	  are	  attacked	  with	  negative	  feedback	  EOC	  will	  increase.	  The	  statement	  above	   indicates	   that	  repeated	  negative	   feedback	  would	  decrease	  EOC.	  However,	   it	   seems	  unlikely	  that	  when	  beliefs	  are	  attacked	  repeatedly	  that	  feedback	  will	  be	  accepted	  causing	  EOC	  to	  decrease.	  It	  seems	   that	   the	   circumstances	   related	   to	   the	   repeated	   negative	   feedback	   influences	  whether	   EOC	  increases	  or	  decreases.	  So	  the	  quality	  of	  how	  feedback	  is	  given	  outweighs	  the	  quantity	  of	  feedback	  given.	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2.4	  The	  Free	  Cashflow	  Model,	  Dividends	  and	  the	  MM	  Framework	  	  Previously,	  within	  paragraphs’	  1,	  2	  and	  3	  we	  explored	  behavioral	  aspects	  in	  regards	  to	  the	  decision	  making	  process,	  which	  can	  consequently	  influence	  dividend	  decisions.	  This	  paragraph	  will	  provide	  the	  reader	  with	  a	  better	  understanding	  of	  how	  the	  free	  cashflow	  (FCF)	  model	   influences	  dividend	  decisions.	  The	  free	  cashflow	  (FCF)	  model	  will	  consequently	  be	  influenced	  by	  management’s	  views	  on	   dividends,	   for	   example	   the	   MM	   theory.	   The	   aim	   of	   this	   chapter	   is	   to	   answer	   the	   fourth	   sub	  research	  question,	  namely:	  “How	  can	  the	  free	  cashflow	  (FCF)	  model	  be	  defined?”	  
2.4.1	  The	  Free	  Cashflow	  (FCF)	  Model	  	  The	   free	   cashflow	   hypothesis	   explains	   that	   the	   funds	   remaining	   after	   financing,	   all	   positive	   net	  present	  value	  projects,	  causes	  conflicts	  between	  managers	  and	  shareholders.	  When	  the	  payments	  for	   dividend	   and	   debt	   interest	   are	   decreased	   managers	   have	   greater	   free	   cashflow	   to	   invest	   in	  marginal	   net	   present	   value	   (NPV)	   projects	   and	   perquisite	   consumption	   (Frankfurter,	   2002).	  Bhattacharyya	  explains	  that	  the	  free	  cashflow	  (FCF)	  model	  is	  based	  on	  the	  principal	  agency	  theory;	  to	   prevent	   overinvestment	   managers	   should	   pay	   dividends.	   Increased	   dividends	   leads	   to	   a	  reduction	  in	  cash	  available	  for	  investments	  (Bhattacharyya,	  2007).	  Jensen	  adds	  to	  the	  free	  cashflow	  (FCF)	   hypothesis	   by	   stating	   that	   firms	   with	   large	   cashflows	   have	   the	   tendency	   to	   invest	   in	   low	  return	  projects.	  As	  the	  manager	  may	  need	  to	  take	  out	  loans	  to	  cover	  investment	  opportunities	  this	  could	   indirectly	   lead	   to	  a	  negative	  effect	  on	  stock	  pricing	  causing	  managers	   to	  minimize	  dividend	  payouts	   (Easterbrook,	   1984).	   If	   the	   minimum	   dividend	   yield	   is	   below	   10%	   a	   weak	   minimum	  dividend	   policy	   is	   followed.	   Funds	   with	   minimum	   dividend	   policies	   survive	   longer	   than	   funds	  without	  minimum	   dividend	   policies.	   	   However,	   investors	   do	   view	   a	   weak	   dividend	   commitment	  equivalent	  to	  no	  dividend	  commitment.	  	  
2.4.2	  Management	  View	  on	  Dividends	  	  Many	   surveys	   have	   questioned	   managers	   on	   their	   views	   on	   dividend	   payout	   policies.	   Managers	  agree	   that	   shareholders	   prefer	   to	   receive	   regular	   dividends.	   Paying	  dividend	  becomes	  necessary,	  because	  shareholders	  expect	  it	  (Franfurter	  &	  Kosedag,	  2002).	  Capital	  gains	  and	  dividends	  cannot	  be	  seen	  as	  perfect	  substitutes	  according	  to	  behavioral	  models.	  This	  has	  to	  do	  with	  the	  timing	  of	  money	  being	  received	  and	  taxes.	  Thus,	  dividend	  payments	  do	  become	  a	  necessity.	  Management	  will	  try	  to	  maintain	  a	  smooth	  dividend	  stream	  from	  year	  to	  year	  and	  peg	  future	  dividends	  to	  past	  dividends	  (Linter,	  1956).	  60%	  would	   rather	   raise	  new	   funds	   to	   finance	  dividends	   than	   issue	  a	  dividend	  cut	  and	   80%	   of	   the	   managers	   believe	   that	   there	   are	   negative	   consequences	   to	   reducing	   dividends	  (Shefrin,	   2007).	   Even	   in	   periods	   of	   financial	   distress	  managers	   are	   reluctant	   to	   reduce	   dividend	  payments	   (Frankfurter,	   2002;	   Shefrin,	   2007).	   Watts	   (1973)	   indicates	   that	   dividend	   issuance	  increases	   share	   value	   and	   dividends	   cuts	   lead	   to	   share	   value	   decline	   (Aivazian,	   2002).	   Thus,	   a	  dividend	  increase	  is	  a	  signal	  that	  the	  firm	  is	  doing	  well	  (Frankfurter	  &	  Kosedag,	  2002).	  30%	  of	  the	  managers	   believe	   a	   stock	   is	   considered	   to	   be	   less	   risky	   when	   dividends	   are	   paid	   as	   opposed	   to	  plowing	  back	  earnings.	  	  (Frankfurter	  &	  Kosedag,	  2002).	  	  
2.4.3	  The	  MM	  framework	  	  Merton	   Miller	   and	   Franco	   Modigliani	   developed	   a	   traditional	   framework	   for	   analyzing	   dividend	  policies,	  the	  MM	  framework.	  They	  assume	  that	  the	  market	  is	  perfect	  and	  shareholders	  are	  rational	  at	  all	  times	  (van	  Ees,	  2008).	  Investors	  are	  immune	  to	  framing	  effects;	  value	  is	  based	  on	  cashflows.	  The	  MM	   framework	   explains	   that	   investors	   do	   not	   need	   dividends	   as	   they	   can	   always	   sell	   their	  shares	  instead.	  In	  other	  words,	  capital	  gains	  and	  dividends	  are	  perfect	  substitutes	  (Shefrin,	  2007).	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The	  MM	  theorem	  indicates	  that	   investment	  policy	  alone	  determines	  stockholder	  wealth;	  dividend	  payout	   decisions	   do	   not	   affect	   firm	   value	   (DeAngelo,	   2005).	   Dividends	   are	   the	   residual	   free	  cashflow	   after	   investments	   have	   been	   made	   (Aivazian,	   2002).	   However,	   if	   this	   is	   true	   why	   do	  investors	   still	   demand	   dividends?	   Are	   managers	   overcommitted	   to	   thinking	   dividends	   are	  irrelevant?	  The	  MM	  theory	  is	  based	  on	  perfect	  markets	  and	  rational	  shareholders,	  however	  if	  this	  assumption	  does	  not	  hold	  how	  valid	  is	  the	  MM	  theory?	  (Shefrin,	  2008).	  	  
2.4.4	  Summary	  Sub	  Research	  Question	  4	  	  Within	  this	  chapter	  the	  aim	  was	  to	  answer	  the	  second	  sub	  research	  question:	  	  	  “How	  can	  the	  free	  cashflow	  (FCF)	  model	  be	  defined?”	  	  The	  following	  important	  findings	  have	  been	  discovered:	  	  1.	  The	  free	  cashflow	  model	  states	  that	  lower	  dividends	  will	  lead	  to	  increased	  cashflow,	  thus	  higher	  investments	  hopefully	  leading	  to	  increased	  capital	  gain	  to	  offset	  dividend	  payment.	  2.	  To	  prevent	  overinvestment	  managers	  can	  choose	  to	  pay	  dividends.	  	  3.	   The	  MM	   framework	   believes	   capital	   gains	  &	   dividends	   are	   perfect	   substitutes.	   Yet,	   behavioral	  models	  disagree	  and	  state	  that	  capital	  gains	  &	  dividends	  are	  not	  perfect	  substitutes.	  	  4.	  Managers	  are	  reluctant	  to	  cut	  dividends	  even	  in	  financial	  distress	  to	  increase	  cashflow,	  because	  dividends	   are	   sticky	   and	   managers	   do	   not	   want	   to	   make	   dividend	   changes	   that	   need	   to	   be	  readjusted	   in	   the	   future.	   In	   other	   words,	   the	   manager	   becomes	   overcommitted	   to	   paying	   out	  dividend	  even	   though	   it’s	   financially	  unviable.	  Escalating	  commitment	  occurs.	  Managers	  prefer	   to	  take	  an	  unrealistic	  risk	  to	  invest	  in	  dividends	  even	  in	  financial	  distress;	  by	  doing	  this,	  the	  emotion	  of	  financial	  distress	  is	  postponed.	  A	  risky	  decision	  is	  made	  to	  avoid	  losses.	  The	  manager	  does	  not	  want	  to	   admit	   a	   loss	   has	   occurred.	   Loss	   aversion	   has	   occurred.	   Thus,	   loss	   aversion	   can	   both	   influence	  investment	  behavior	  as	  well	  as	  dividend	  behavior	  directly.	  	  	  5.	   Funds	  with	  minimum	   dividend	   policies	   survive	   longer	   than	   funds	  without	  minimum	   dividend	  policies.	   However,	   investors	   view	   a	   weak	   dividend	   commitment	   equivalent	   to	   no	   dividend	  commitment.	  Thus,	  developing	  a	  weak	  dividend	  policy	  could	  be	  considered	  irrelevant.	  	  
2.5	  Relation	  between	  Loss	  Aversion,	  EOC,	  FCF	  &	  Dividend	  Policies	  	  The	   aim	  of	   this	   paragraph	   is	   to	   bring	   the	   relation	  between	   loss	   aversion,	   EOC,	   FCF	   and	  dividend	  policies	  together	  to	  provide	  an	  answer	  to	  the	  fifth	  sub	  research	  question,	  namely:	  “Can	  theoretical	  proof	  be	  found	  in	  regards	  to	  the	  relation	  loss	  aversion,	  escalating	  commitment,	  the	  free	  cash	  flow	  model	  and	  dividend	  payout	  policies?”	  First,	  it	  is	  discussed	  how	  loss	  aversion	  influences	  investment	  behavior.	  Second,	  the	  relation	  between	  loss	  aversion	  and	  cashflow	  is	  discussed.	  Third,	  the	  relation	  between	   loss	   aversion	   and	   dividends	   is	   elaborated.	   Fourth,	   the	   relation	   between	   escalation	   of	  commitment	  and	  the	  free	  cash	  flow	  (FCF)	  model	  is	  presented	  using	  a	  conceptual	  model.	  	  
2.5.1	  How	  does	  loss	  aversion	  influence	  investment	  behavior?	  	  Loss	   aversion	   is	   a	   main	   factor	   influencing	   investment	   and	   financing	   decisions.	   When	   negative	  feedback	   is	   received,	   feedback	   is	   framed	   as	   a	   loss,	   the	   tendency	   to	   choose	   a	   risky	   alternative	   as	  opposed	   to	   the	   rational	   calculated	   probability	   occurs.	   When	   negative	   feedback	   is	   received	   in	  regards	   to	   investment	  behavior	  managers	  who	  behave	   loss	  averse	  will	   choose	  a	  risky	   investment	  (with	   a	   lower	   expected	   return)	   decision	   above	   a	   calculated	   rational	   investment	   decision.	   The	  rational	   investment	  will	  have	  a	  higher	  calculated	  return.	  However,	   the	  manager	  chooses	  the	  risky	  investment	   decision,	   thus	   a	   higher	   investment	   over	   a	   lower	  more	   optimal	   investment	   to	   try	   and	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achieve	   the	   small	   chance	   of	   bringing	   the	   risky	   investment	   to	   success.	   By	   choosing	   the	   risky	  investment	  (the	  higher	  investment)	  sunk	  costs	  are	  postponed.	  Loss	  aversion	  causes	  managers	  to	  be	  uncertain	   about	   forecasts	   and	   worst-­‐case	   scenarios	   are	   avoided	   (Hellier,	   2005).	   Ali’s	   hypothesis	  states	   that	   rational	   leaders	   accept	   level	   of	   dividend	   payout	   greater	   than	   loss	   aversion	   leader.	   To	  support	   this	   argument,	   Kisgen	   (2006)	   states	   that	   loss	   averse	  managers	  will	   prefer	   self-­‐financing	  over	  debt	  to	  avoid	  negative	  credit	  rating.	  Consequently,	  dividend	  issuance	  is	  avoided	  in	  an	  attempt	  to	  reduce	  the	  variance	  of	  cashflows	  (Ali,	  2012).	  	  
2.5.2	  Loss	  Aversion	  and	  Cashflow	  Management	  	  When	   less	   debt	   is	   issued	   fewer	   investment	   funds	   is	   available.	   One	   could	   argue	   that	   this	   will	  decrease	   investments.	   However,	   according	   to	   the	   loss	   aversion	   model	   risky	   investments	   will	   be	  preferred	  to	  avoid	  sunk	  costs.	  Thus,	  the	  investment	  will	  be	  high.	  This	  seems	  contradicting.	  Yes,	  loss	  aversion	   leads	   to	   escalating	   commitment	   of	   investments	   and	   to	   debt	   aversion.	   How	   can	   the	  investment	  be	   financed	  without	   the	  debt?	  The	  answer	   is	   irrational	   loss	  averse	  managers	  will	  use	  self-­‐financing	   to	   fund	   investments	   (Ali,	  2012).	  Thus,	   the	  cashflow	  that	   is	  available	  will	  be	  used	   to	  continue	  an	  investment	  to	  avoid	  sunk	  costs.	  When	  cashflow	  is	  reduced	  less	  of	  that	  cashflow	  will	  be	  available	   for	  dividend.	  Thus,	   the	   loss	  averse	  manager	  will	   choose	   to	   continue	   investing	   in	  a	   risky	  project	   by	   using	   self-­‐financing	   above	   issuing	   dividends.	   Shefrin	   contradicts	   this	   argument	   in	  chapter	   six	   by	   stating	   that	   managers	   do	   not	   appear	   to	   exhaust	   their	   cash	   reserves	   before	  undertaking	  debt.	  
2.5.3	  Loss	  Aversion	  and	  Dividends	  	  In	  the	  finance	  area,	  dividend	  policy	  generally	  indicate	  the	  decision	  about	  the	  relative	  proportion	  of	  dividends	   out	   of	   earnings	   or	   the	   decision	   about	   changes	   in	   dividends	   over	   time,	   while	   dividend	  itself	  means	  the	  absolute	  amount	  of	  dividend	  paid	  to	  stockholders.	  Within	  this	  research	  we	  will	  be	  looking	  at	   changes	   in	  dividends	  over	   time.	  Myers	   (1990)	  explains	   that	  dividend	  payments	  can	  be	  defined	  as	  unwritten	  contracts	  between	  shareholders	  and	  corporate	  management	  (van	  Ees,	  2008).	  Ali	   explains	   that	   loss	   aversion	   causes	  managers	   to	   underestimate	   risk	   and	  will	   do	   everything	   in	  their	  power	  to	  avoid	  his	  own	  managerial	  position	  removal.	  Bertrand	  and	  Mullainathan	  (2003)	  state	  that	   managers	   can	   follow	   a	   conservative	   management	   policy	   to	   counterbalance	   loss	   aversion.	  Managers	  will	  avoid	  investment	  to	  prevent	  hostile	  takeovers.	  This	  results	  in	  a	  higher	  free	  cashflow	  and	   a	   higher	   distribution	   of	   dividend	   payments.	   However,	   Chang	   et	   al.	   (2009)	   state	   that	   loss	  aversion	  will	   lead	   to	  a	  high	   issuance	  of	   shares	  and	  a	  stable	  dividend	  payout	   (Ali,	  2012).	  Previous	  researchers	   have	   tried	   to	   discover	   the	   relation	  between	   loss	   aversion	   and	  dividend	  policies	  with	  regards	   to	   escalating	   commitment.	   Yet,	   a	   consensus	   has	   not	   been	   reached.	   Some	   claim	   a	  conservative	  dividend	  payout	  policy	  will	  be	  followed	  to	  counteract	  loss	  aversion	  (Bertrand,	  2003).	  Others	   believe	   loss	   aversion	   will	   lead	   to	   a	   high	   distribution	   of	   dividends	   to	   prevent	   hostile	  takeovers	   (Ali,	  2012).	  Yet,	   loss	  aversion	  can	  also	  perhaps	   lead	   to	  risk	  seeking	   investments,	  which	  could	  lower	  dividend	  payout.	  Chen	  (2009),	  states	  that	  loss	  aversion	  will	  lead	  to	  a	  high	  issuance	  of	  shares	   and	   consequently	   lead	   to	   a	   stable	   dividend	   payout	   policy.	   Statistics	   show	   that	   dividend	  increases	   occur	  more	   frequently	   than	   dividend	   decreases.	   Dividend	   increases	   seem	   to	   be	   highly	  preferable	   over	   dividend	   decreases.	   However,	   loss	   aversion	   leads	   to	   an	   increase	   in	   escalating	  commitment,	  which	   leads	   to	  higher	   investments	  and	   lower	  dividends.	   Is	   loss	  aversion	  causing	  an	  effect	  against	   the	  preferred	  status	  quo?	   Is	   the	  power	  of	   loss	  aversion,	  which	  will	  according	  to	  the	  literature	   decrease	   dividends,	   larger	   than	   the	   will	   to	   avoid	   negative	   consequences	   by	   reducing	  dividends?	  Clearly,	   investors	  as	  well	  as	  managers	  prefer	  dividend	   increases	   to	  dividend	  cuts.	  Will	  loss	   aversion	   set	   this	   aside?	   Is	   the	  motivation	   to	   stick	   to	   a	   failing	   course	   of	   action	   by	   increasing	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investments	  stronger	  than	  the	  motivation	  to	  hold	  on	  to	  dividend	  payouts?	  Or	  is	  the	  fear	  of	  cutting	  dividend	  payouts	  so	  large	  that	  debt	  will	  be	  issued	  even	  when	  loss	  aversion	  leads	  to	  debt	  aversion	  (Shefrin,	  2007)?	  	  
2.5.4	  EOC	  &	  FCF	  (Escalation	  of	  Commitment	  and	  Free	  Cashflow	  Model)	  	  The	  connection	  between	  escalating	  commitment	  and	  the	  free	  cash	  flow	  model	  is	  very	  important	  for	  this	   research	   it	   connects	   elements	  within	   the	   research	  question,	   namely	   loss	   aversion,	   escalating	  commitment	  and	  dividend	  payout	  policies.	  	  	  The	   internal	   rate	   of	   return	   and	   the	   net	   present	   value	   will	   be	   skewed	   due	   to	   loss	   aversion	  underestimating	   risks.	   This	   biased	   process	   related	   to	   investments	   in	   turn	   influences	   dividend	  payouts.	  Thus,	   loss	  aversion	   leads	   to	   lower	  discount	  rates	   (lower	   IRR)	   to	  value	  cash	   flows,	  which	  leads	  to	  a	  higher	  net	  present	  value,	  which	  leads	  to	  higher	  investments	  and	  higher	  debt.	  This	  leads	  to	  lower	  dividend	  payment	  (Ben	  David,	  2007).	  Deshmukh	  (2013)	  explains	  that	  managers	  rather	  invest	  earnings	   than	   pay	   dividends.	   They	   also	   state	   that	   when	   mangers	   find	   profitable	   investment	  opportunities	   that	   will	   lead	   to	   high	   returns	   high	   dividend	   payments	   are	   unnecessary,	   as	  shareholders	  value	  will	  already	  be	  maximized	  due	  to	  the	  profitable	  investment.	  Firms	  with	  superior	  performance	  pay	  lower	  dividends.	  However,	  many	  managers	  in	  their	  quest	  to	  increase	  firm’s	  asset	  size	  have	  committed	  to	  value	  destroying	  investments.	  In	  this	  case,	  generous	  dividend	  is	  needed	  to	  compensate	  shareholders	  for	  the	  poor	  investment	  decision.	  When	  a	  manager	  pays	  a	  consistent	  high	  dividend	  payout	  and	  he	  or	  she	  is	  also	  keen	  on	  acquisitions	  external	  capital	  will	  need	  to	  found.	  This	  external	  capital	  creates	  obligations	  towards	  creditors,	  investors	  and	  investment	  bankers.	  This	  high	  level	  of	  debt	  can	  lead	  to	  higher	  dividend	  payments	  to	  satisfy	  shareholders,	  yet	  again	  free	  cashflow	  is	  reduced	  and	  the	  negative	  spiral	  is	  complete	  (Ghosh,	  2006).	  Ali	  concludes	  that	  managers	  prefer	  self-­‐financing,	   therefore	   less	   free	   cashflow	   is	   available	   for	   dividends,	   consequently	   lowering	  dividend	  payouts.	  Lin	  et	  al.	  (2009)	  developed	  the	  Pecking	  Order	  Theory	  (POT)	  stating	  that	  managers	  prefer	  to	   finance	   investments	  with	   free	   cashflow	  subsequently	  only	  using	  debt	   and	  equity	   issuance	  as	   a	  last	  resort.	  Deshmukh,	  Ben-­‐David	  and	  Harvey	  found	  that	  overconfident	  CEOs	  tend	  to	  have	  one-­‐sixth	  lower	   dividend	   payouts	   compared	   to	   non-­‐overconfident	   CEOs.	   Can	   the	   same	   be	   said	   for	   loss	  aversion?	  There	  is	  controversy	  whether	  loss	  aversion	  indeed	  does	  lead	  to	  lower	  dividend	  payouts.	  For	   example,	   Wu	   and	   Lia	   (2011)	   state	   that	   CEOs	   may	   expect	   higher	   cashflows	   from	   current	  investments,	  which	  will	  lead	  to	  higher	  dividend	  payments.	  A	  consistent	  thread	  within	  the	  literature	  is	  that	  cashflow	  and	  dividend	  payouts	  are	  positively	  related	  (Deshmukh,	  2013).	  It	  can	  be	  concluded	  that	  cashflow	  is	  an	  important	  variable	  affecting	  dividend	  policy.	  Bertrand	  and	  Mullainathan	  (2003)	  state	  that	  managers	  can	  follow	  a	  conservative	  management	  policy	  to	  counterbalance	  loss	  aversion.	  Managers	  will	  avoid	  investment	  to	  prevent	  hostile	  takeovers.	  This	  results	  in	  a	  higher	  free	  cashflow	  and	   a	   higher	   distribution	   of	   dividend	   payments.	   However,	   Chang	   et	   al.	   (2009)	   state	   that	   loss	  aversion	   will	   lead	   to	   a	   high	   issuance	   of	   shares	   and	   a	   stable	   dividend	   payout.	   Chang	   states	   that	  managers	  overestimate	   their	  power	   to	  reduce	  risks	  within	   the	  business.	  They	  also	  underestimate	  bankruptcy	  probability	  and	  therefore	  issue	  a	  higher	  debt.	  To	  offset	  this	  higher	  debt	  dividends	  are	  distributed.	   Ali	   states	   that	  when	   loss	   aversion	   is	   high	   for	   a	  manager	   he	   or	   she	  will	   be	   uncertain	  about	  the	  organization’s	  productive	  capacity	  to	  protect	  his	  or	  her	  uncertainty	  they	  choose	  to	  have	  a	  generous	   dividend	   policy	   to	   keep	   shareholders	   content.	   This	   reduces	   the	   chance	   of	   loss	   of	  employment	   for	   the	   manager	   (Ali,	   2012).	   What	   would	   happen	   if	   a	   manager	   were	   completely	  rational?	  If	  all	   irrational	  behavior	  were	  eliminated	  would	  a	  rational	  manager	  have	  a	  high	  or	  a	  low	  dividend	  payout	  policy?	  Rational	  managers	  base	  their	  decisions	  on	  facts	  instead	  of	  managerial	  bias.	  Managerial	   bias	   drives	   investments	   up.	   Consequently,	   if	   a	   manager	   would	   completely	   behave	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rationally	  the	  investment	  level	  would	  be	  lower	  compared	  to	  an	  irrational	  manager.	  What	  happens	  with	   the	   cashflow?	   Irrational	   managers	   that	   are	   influenced	   by	   loss	   aversion	   will	   have	   higher	  investments,	   thus	   lower	   cashflow	   and	   lower	   dividends.	   Yet,	   rational	   managers	   that	   are	   not	  influenced	  by	  managerial	  biases,	  such	  as	  loss	  aversion	  will	  have	  lower	  investments,	  higher	  cashflow	  and	   higher	   dividend	   payments	   than	   irrational	   managers.	   Thus,	   according	   to	   the	   rational	   model,	  fewer	  investments	  will	  be	  made,	  because	  the	  ‘correct’	  IRR	  will	  be	  determined.	  Another	  distinction	  between	   rational	   and	   irrational	   is	   the	   distinction	   between	   the	   expected	   utility	   theory	   and	   the	  prospect	   theory.	   With	   the	   expected	   utility	   theory	   a	   rational	   manager	   is	   expected	   to	   always	  maximize	   value.	  With	   investments	   investing	   too	   little	   will	   not	  maximize	   value	   and	   investing	   too	  much	   (as	   is	   the	   case	  when	   loss	   aversion	  occurs)	  will	   not	  maximize	   value.	  There	   is	   a	  point	   in	   the	  middle	   that	  will	  maximize	   the	   net	   present	   value	   (NPV)	   and	   this	   is	   the	   investment	   level,	  which	   a	  rational	  manager	  will	  follow.	  	  
2.5.5	  Summary	  Sub	  Research	  Question	  5	  +	  Conceptual	  Model	  	  Within	  this	  chapter	  the	  aim	  was	  to	  answer	  the	  second	  sub	  research	  question:	  	  	  “Can	  theoretical	  proof	  be	  found	  in	  regards	  to	  the	  relation	  loss	  aversion,	  escalating	  commitment,	  the	  free	  cashflow	  model	  and	  dividend	  payout	  policies?”	  	  	  The	  conceptual	  model	  is	  divided	  into	  the	  prospect	  theory	  on	  the	  left	  and	  the	  free	  cashflow	  model	  on	  the	  right.	  Individually	  both	  theories	  have	  been	  studied	  in	  depth	  by	  previous	  researchers,	  however	  as	  to	  how	  these	  two	  theories	  are	  related	  is	  an	  unknown	  area.	  This	  research	  wishes	  to	  elaborate	  on	  this	  unknown	  area	  by	  studying	  the	  relations	  of	  both	  theories	  and	  analyzing	  how	  these	  relations	  are	  connected.	  The	  arrows	  within	  the	  conceptual	  model	  indicate	  how	  the	  prospect	  theory	  and	  the	  free	  cashflow	  (FCF)	  model	  are	  connected.	  Each	  arrow	  is	  clarified	  with	  a	  paragraph	  number.	  	  	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
Figure	  3:	  Conceptual	  Model	  (Definition	  EOC	  =	  Escalation	  of	  Commitment;	  FCF	  =	  Free	  Cashflow	  Model)	  
	  
Negative	   Feedback	   –	   Loss	   Aversion	   (2.3.1):	   Loss	   aversion	   is	   dependent	   upon	   how	   a	   situation	   is	  framed	  and	  this	  is	  influenced	  by	  negative	  feedback.	  Negative	  feedback	  will	  weight	  twice	  as	  powerful	  than	  positive	  feedback	  of	  the	  same	  volume	  and	  negative	  feedback	  increases	  loss	  aversion.	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Negative	  Feedback	  –	  Investment	  Behavior	  (2.3.1):	  Initial	  negative	  feedback	  will	  lead	  to	  a	  higher	  level	  of	  re-­‐investment	  behavior.	  However,	  if	  repeated	  negative	  feedback	  is	  received	  managers	  do	  tend	  to	  lower	  their	  investment	  level,	  especially	  when	  they	  identify	  themselves	  with	  the	  outcomes.	  	  	  
Loss	  Aversion	  –	  Risk	  Seeking	  (2.2.3):	  People	  strongly	  prefer	  avoiding	  losses	  and	  they	  prefer	  to	  take	  risks	  that	  will	  mitigate	  their	  loss.	  	  	  
Loss	  Aversion	  –	  EOC	  (2.2.2):	  When	  the	  desire	  to	  recover	  sunk	  costs	  (losses)	  increases	  the	  likelihood	  of	   escalating	   commitment	   increases	   as	  well.	   The	   prospect	   theory	   (A	   Behavioral	   Finance	   Theory)	  indicates	  that	  the	  feeling	  of	  losing	  something	  is	  a	  stronger	  feeling	  than	  the	  negative	  feeling	  related	  to	  a	  cost,	  which	  can	  cause	  EOC.	  	  	  
Loss	  Aversion	  –	   Investment	  Behavior	   (2.5.1):	  Loss	  aversion	  causes	  managers	   to	  be	  uncertain	  about	  forecasts	  and	  worst-­‐case	  investment	  scenarios	  are	  avoided	  (Hellier,	  2005).	  	  	  
Loss	  Aversion	  –	  Cashflows	  (2.5.2):	  Loss	  aversion	  leads	  to	  escalating	  commitment	  of	  investments	  and	  to	   debt	   aversion.	   Irrational	   loss	   averse	   managers	   will	   use	   self-­‐financing	   to	   fund	   investments,	  thereby	  reducing	  cashflow	  (Ali,	  2012).	  	  	  
Loss	   Aversion	   –	   Dividend	   (2.5.3):	   Loss	   aversion	   related	   to	   irrational	   managers	   can	   lead	   to	   lower	  discount	  rates	  (lower	  IRR)	  to	  value	  cashflows,	  which	  will	  lead	  to	  a	  higher	  net	  present	  value	  (NPV),	  which	   leads	   to	   higher	   investments	   &	   higher	   debt	   &	   consequently	   lower	   dividend	   payouts	   as	  opposed	   to	   rational	   managers.	   Some	   researchers	   state	   loss	   aversion	   will	   lead	   to	   high	   dividend	  distribution	  to	  prevent	  hostile	  takeovers	  or	  to	  cover	  uncertainty	  about	  the	  productive	  capacity.	  	  
	  
Risk	  Seeking	  –	  EOC	  &	  EOC	  –	  Risk	  Seeking	  (2.1.3):	  The	  desire	  to	  recover	  sunk	  costs	  increases	  EOC	  and	  risk	  seeking	  behavior.	  In	  an	  escalating	  commitment	  situation	  managers	  are	  experiencing	  failure,	  to	  avoid	  losses	  risk-­‐seeking	  behavior	  can	  occur.	  	  	  These	  first	  8	  relations	  presented	  are	  related	  to	  the	  prospect	  theory	  and	  will	  be	  analyzed	  by	  using	  part	   2	   of	   the	   hypotheses	   formulated	   in	   chapter	   3.	  Whereas,	   the	   four	   relations	  mentioned	   below	  relate	   to	   the	   free	   cashflow	   model	   (FCF	   model),	   which	   will	   be	   analyzed	   by	   using	   part	   3	   of	   the	  hypotheses	  formulated	  in	  chapter	  3.	  The	  concept	  EOC	  on	  its	  own	  will	  also	  be	  tested	  using	  part	  1	  of	  the	  hypotheses	  formulated	  in	  chapter	  3.	  	  	  
EOC	  –	  Investment	  Behavior	  (2.5.4):	  Managerial	  bias,	  such	  as	  EOC	  drives	  investments	  up.	  	  	  
Investment	  Behavior	  –	  Cashflows	  (2.4.1):	  The	  higher	  the	  cashflow	  spent	  on	  investments	  the	  lower	  available	  cashflow	  will	  be	  for	  other	  aspects,	  such	  as	  dividends.	  	  	  
Investment	  Behavior	  –	  Dividend	  (2.5.4):	  loss	  aversion	  leads	  to	  lower	  discount	  rates	  (lower	  IRR)	  to	  value	  cashflows,	  which	  leads	  to	  a	  higher	  net	  present	  value,	  which	  leads	  to	  higher	  investments	  and	  higher	  debt.	  This	  leads	  to	  lower	  dividend	  payment	  (Ben	  David,	  2007).	  	  	  
Cashflows	  –	  Dividend	  (2.5.4):	  When	  cashflow	  is	  reduced	  less	  of	  that	  cashflow	  will	  be	  available	  for	  dividend.	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3.	  Methodology	  	  The	  aim	  of	  this	  chapter	   is	  to	  elaborate	  on	  how	  the	  empirical	  research	  will	  be	  conducted.	  The	  first	  paragraph	  will	  determine	  the	  empirical	  research	  goal,	  followed	  by	  the	  hypotheses.	  Paragraph	  three	  will	  provide	  an	  understanding	  as	  to	  how	  the	  experiment	  is	  set-­‐up.	  The	  fourth	  paragraph	  will	  bring	  forward	   the	   hypotheses	   and	   the	   fifth	   paragraph	  will	   elaborate	   on	   elements	   such	   as	   validity	   and	  reliability.	  At	   the	  end	  of	   this	  paragraph	   it	  will	  become	  clear	  as	  how	   information	  will	  be	  collected,	  processed	  and	  analyzed.	  	  
3.1	  Introduction	  &	  Empirical	  Research	  Goal	  	  This	   research	   strategy	   aims	   to	   test	   our	   conceptual	   model	   by	   testing	   the	   hypotheses	   and	   using	  quantitative	  statistical	  research-­‐methods	  and	  wishes	  to	  complement	  the	  earlier	  study	  completed	  by	  Arkes	   and	  Blumer.	   There	   is	   a	   strong	   tie	   between	   the	   research	   of	   this	   paper,	   Arkes	   and	  Blumer’s	  research	  and	  behavioral	  finance.	  This	  research	  will	  obtain	  material	  from	  previous	  studies	  to	  create	  a	   usable	   experiment.	   Scenarios	   will	   be	   developed	   for	   the	   control	   group	   and	   for	   the	   non-­‐control	  (research)	  group.	  Scenarios	  are	  a	  set	  of	  stories	  built	  around	  a	  plot.	  The	  stories	  can	  express	  multiple	  perspectives	  on	  complex	  events.	  The	  scenarios	  give	  meaning	  to	  these	  events	  (Mietzner,	  2005).	  The	  goal	  of	  the	  scenario	  is	  to	  gain	  an	  understanding	  of	  the	  decision	  making	  process	  of	  the	  participant	  in	  the	  face	  of	  uncertainty.	  To	  develop	  a	  questionnaire	  elements	  from	  various	  articles	  will	  be	  used,	  see	  appendix	  1	   for	  more	  details.	  One	  of	   the	  main	   elements	   to	  develop	   the	   scenario	  will	   be	   the	  Blank	  Radar	  Plane	  example	  used	  from	  Arkes	  &	  Blumer	  1985.	  This	  is	  a	  popular	  used	  tool	  to	  measure	  EOC.	  Example	   questions	   used	   by	   Kahneman	   will	   be	   used	   to	   measure	   loss	   aversion.	   Elements	   from	  Schultze-­‐Hardt’s	   and	  Mahlendorf’s	   study	  will	   be	   used	   to	  measure	  negative	   feedback.	   To	  measure	  dividend	  and	   investment	   reactions	   certain	  questions	   from	  Toshio	  &	  Frankfurter’s	   researches	  will	  be	  used.	  For	  every	  chosen	  question	  and	  scenario	  arguments	  will	  be	  given	  as	  to	  why	  that	  particular	  question	  is	  useful	  for	  this	  research,	  see	  appendix	  1	  for	  explanation	  per	  question.	  	  
3.2	  Hypotheses	  	  By	   using	   data	   from	   a	   sample	   a	   hypothesis	   can	   test	   a	   parameter	   about	   the	   total	   population.	   We	  assume	  the	  null	  hypothesis	  to	  be	  true.	  When	  the	  null	  hypothesis	  is	  rejected,	  significance	  is	  reached.	  An	   alternative	   hypothesis	   contradicts	   the	   null	   hypothesis	   (Privitera,	   2012).	   The	   formulated	  hypotheses	  reflects	  the	  core	  of	  the	  conceptual	  model.	  	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
	  
Figure	  4:	  Hypothesis	  Schedule;	  EOC	  =	  Escalation	  of	  Commitment;	  FCF	  =	  Free	  Cashflow	  Model)	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By	   referring	   back	   to	   the	   problem	   statement,	   namely:	   “How	   does	   loss	   aversion	   influence	   EOC	   in	  
regards	  to	  the	  free	  cashflow	  model	  &	  dividend	  payout	  policies?”	  three	  important	  variables	  are	  taken	  to	  include	  into	  the	  core	  of	  the	  hypothesis	  schedule,	  namely	  the	  underlined	  variables:	  loss	  aversion,	  EOC	  and	  dividend	  payout	  policies.	  The	  relation	  between	  unsuccessful	  investments	  and	  EOC	  is	  also	  emphasized,	   as	   that	   is	   the	   core	   of	   escalating	   commitment	   theory.	   The	   relationship	   between	  terminating	   unsuccessful	   investments	   and	   escalating	   commitment	   is	   negative,	   because	   when	  unsuccessful	   investments	   are	   increasingly	   terminated	   the	   chance	   of	   EOC	   decreases.	   The	  relationship	   between	   loss	   aversion	   and	   EOC	   is	   positive;	   because	  when	   the	   level	   of	   loss	   aversion	  increases	  the	  level	  of	  EOC	  will	  increase.	  The	  relationship	  between	  EOC	  and	  dividend	  assessment	  is	  negative,	  because	  when	  EOC	   increases	  dividend	  payouts	  decrease.	  The	  original	   conceptual	  model	  (figure	  3)	  explains	  in	  detail	  how	  the	  variables	  are	  related.	  	  	  Part	  1:	  	  H0	  =	  There	  is	  no	  difference	  between	  subpopulation	  1	  &	  3	  and	  2	  &	  4	  in	  regards	  to	  their	  explanation	  for	  EOC	  behavior	  in	  regards	  to	  investment	  behavior	  	  H1	  =	  There	  is	  a	  significant	  difference	  between	  subpopulation	  1	  &	  3	  and	  2	  &	  4	  in	  regards	  to	  their	  explanation	  for	  EOC	  behavior	  in	  regards	  to	  investment	  behavior	  	  	  Part	  2:	  	  H0	  =	  Subpopulation	  1	  &	  3	  and	  2	  &	  4	  are	  not	   influenced	  by	   loss	  aversion	  when	  making	  escalating	  investment	  decisions	  	  H1	  =	  Subpopulation	  1	  &	  3	  are	  not	  influenced	  by	  loss	  aversion	  when	  making	  escalating	  investment	  decisions	  	  H2	   =	   Subpopulation	   2	   &	   4	   are	   influenced	   by	   loss	   aversion	   when	   making	   escalating	   investment	  decisions	  	  	  Part	  3:	  	  H0	  =	  There	  is	  no	  difference	  between	  subpopulation	  1	  &	  3	  and	  2	  &	  4	  as	  to	  how	  dividend	  payouts	  are	  assessed	  	  H1	  =	  Subpopulation	  1	  &	  3	  will	  assess	  dividend	  payouts	  as	  more	  valuable	  than	  subpopulation	  2	  &	  4	  according	  to	  the	  free	  cash	  flow	  model	  	  H2	  =	  Subpopulation	  2	  &	  4	  will	  assess	  dividend	  payouts	  as	  less	  valuable	  than	  subpopulation	  1	  &	  3	  according	  to	  the	  free	  cash	  flow	  model	  	  Unsuccessful	   investments	   are	   indicated	   by	   the	   prospect	   theory	   as	   investing	   in	   a	   project	   with	   a	  lower	   expected	   monetary	   risk	   as	   opposed	   to	   accepting	   the	   sunk	   cost	   option.	   Assessed	   as	   less	  valuable	  indicates	  that	  irrational	  managers	  who	  are	  influenced	  by	  managerial	  bias	  are	  more	  likely	  to	  have	  lower	  dividend	  payouts	  than	  rational	  managers.	  The	  hypotheses	  wish	  to	  examine	  how	  the	  different	  subpopulations	  handle	  EOC.	   If	  H0	   is	  accepted	   in	  part	  1	  this	  would	  mean	  that	   there	   is	  no	  significant	  difference	  between	  subpopulation	  1	  &	  3	  and	  subpopulation	  2	  &	  4.	  	  
3.2.1	  Subpopulations	  	  	  The	   empirical	   research	   will	   analyze	   how	   two	   different	   subpopulations	   approach	   EOC	   issues	   in	  regards	   to	  dividend	  policies.	  The	  question	   is	  will	  both	  subpopulations	  have	   the	  same	  behavior	   in	  their	  decision-­‐making?	  Will	  there	  be	  a	  significant	  difference	  between	  both	  subpopulations?	  In	  other	  words:	   “Is	   there	  a	  significant	  difference	  between	  subpopulation	  1	  and	  subpopulation	  2	  as	   to	  how	  they	  handle	  escalating	  commitment	  situations?”	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  Firstly,	  it	  is	  essential	  that	  the	  difference	  in	  behavior	  between	  subpopulation	  1	  and	  subpopulation	  2	  is	   clear	   and	   consistent.	   There	   are	   many	   examples	   in	   our	   daily	   lives	   where	   we	   can	   observe	   the	  difference	   between	   subpopulation	   1	   and	   subpopulation	   2.	   Characteristics	   of	   subpopulation	   1	  include	   that	   they	   cut	   their	   losses	   early	   and	   they	   base	   their	   decisions	   on	   facts.	   Some	   main	  characteristics	  of	  subpopulation	  2	  include:	  continuous	  investment	  into	  a	  failing	  project	  and	  they	  are	  sensitive	  for	  managerial	  bias.	  For	  example,	  the	  New	  York	  Jets	  in	  the	  NFL	  American	  Football	  League	  have	  recently	  invested	  an	  enormous	  amount	  of	  energy	  and	  money	  in	  the	  quarterback	  Sanchez.	  Yet,	  his	   performance	   has	   been	   horrible	   and	   nobody	   else	  will	   trade	   for	   him.	   The	   contract	   to	   pay	   him	  $8.25	  million	  can	  be	  seen	  as	  a	  sunk	  cost.	  Even	  though	  performance	  has	  been	  below	  return	  the	  Jets	  have	   decided	   to	   extend	  his	   contract	   and	   invest	   further	   into	   this	   underperforming	   football	   player	  (Surowiecki,	   2013).	  Managers	   in	   subpopulation	   1	  would	   have	   decided	   to	   cut	   their	   losses	   and	   let	  Sanchez	  go.	  However,	  managers	  in	  subpopulation	  2	  would	  keep	  investing	  in	  the	  player	  in	  the	  hope	  that	  it	  will	  pay	  off	  in	  the	  long	  run.	  The	  behavior	  of	  subpopulation	  1	  can	  largely	  be	  explained	  by	  the	  utility	   theory.	   The	   prospect	   theory	   can	   largely	   explain	   the	   behavior	   of	   subpopulation	   2.	   It	   is	  expected	  that	  only	  a	  small	  percentage	  will	  fall	  within	  subpopulation	  1.	  These	  managers	  make	  their	  investment	   decisions	   based	   on	   facts	   and	   are	   unaffected	   by	   managerial	   bias.	   Unsuccessful	  investments	  will	  be	  abandoned	  by	  subpopulation	  1.	  This	  research	  is	  based	  on	  four	  scenario-­‐based	  questions.	  The	   first	   four	  scenario	  based	  questions	  will	  determine,	  which	  subpopulation	  group	  the	  participant	  will	   par	   take.	   The	   first	   two	   scenario	   questions	   are	   related	   to	   escalating	   commitment,	  whereas	   the	   second	   two	  scenario	  questions	  are	   related	   to	   loss	  aversion.	   If	   a	  participant	  does	  not	  show	  any	  signs	  of	  irrational	  behavior	  within	  the	  first	  four	  scenarios	  based	  questions	  the	  participant	  will	  be	  allocated	  into	  subpopulation	  group	  1.	  If	  the	  participants	  answer	  all	  four-­‐scenario	  questions	  irrationally	  then	  they	  belong	  to	  subpopulation	  group	  2.	  Subpopulation	  group	  1	  and	  2	  can	  be	  seen	  as	  the	   two	  extremes.	  However,	  one	  can	   imagine	   that	   the	  same	   individual	  may	  behave	   irrationally	   in	  one	   situation,	   yet	   rationally	   in	   the	   next.	   Therefore,	   if	   participants’	   answer	   three	   out	   of	   the	   four	  scenarios	  based	  questions	   rationally	   they	  belong	   to	   subpopulation	  3	  and	   if	   a	  participant	  answers	  three	  out	  of	  the	  four	  scenarios	  based	  questions	  irrationally	  they	  belong	  to	  subpopulation	  group	  4.	  Thus,	  subpopulation	  3	  and	  4	  are	  the	  less	  extreme	  versions	  of	  respectively	  subpopulation	  1	  and	  2.	  If	  a	  participant	   is	   indifferent	   and	  answers	  2	  questions	   irrationally	   and	  2	   rationally	   they	  will	   not	  be	  allocated	   into	   a	   subpopulation.	   Subpopulation	   1	   and	   3	   belong	   to	   the	   research	   group	   and	  subpopulation	  2	  and	  4	  belong	  to	  the	  control	  group.	  Subpopulation	  1	  and	  3	  are	  assumed	  to	  behave	  in	  accordance	   with	   the	   utility	   theory.	   Explanations	   for	   the	   behavior	   of	   subpopulation	   2	   and	   4	   can	  largely	   be	   explained	   by	   using	   the	   literature	   chapter.	   After	   the	   scenario-­‐based	   questions	   are	  answered	   questions	   related	   to	   dividend	   questions	   will	   be	   asked	   to	   each	   group.	   The	   problem	  statement	  of	  this	  research	  indicates	   in	  the	  first	  part:	  “How	  does	  loss	  aversion	  influence	  escalating	  commitment	  (entrapment)?”	  Within	  subpopulation	  3	   loss	  aversion	  can	  occur	  twice	  and	  escalating	  commitment	  once	  or	  escalating	  commitment	  can	  occur	  twice	  and	  loss	  aversion	  once.	  It	  is	  expected	  according	   to	   the	  way	   the	  problem	  statement	   is	  stated	  and	  our	   literature	  research	   (see	  2.5.5)	   that	  loss	  aversion	  will	  lead	  to	  escalating	  commitment.	  	  
3.3	  Research	  Strategy	  	  
3.3.1	  Conducting	  an	  experiment	  	  By	  conducting	  experiments	  the	  formulated	  hypotheses	  above	  will	  be	  tested.	  	  The	  research	  is	  cross	  sectional,	  as	  the	  experiments	  will	  be	  performed	  at	  one	  point	  in	  time.	  One	  reason	  an	  experiment	  has	  been	  chosen	  as	   the	  preferred	  research	  method	   includes	  that	  experiments	  are	  a	  common	  research	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method	   within	   behavioral	   finance.	   Second,	   50%	   of	   the	   articles	   read	   during	   the	   literature	   study	  measure	   EOC	   by	   using	   experiments.	   Third,	   experiments	   are	   an	   excellent	   tool	   to	   measure	   causal	  relations,	   in	  this	  case	  the	  causal	  relationship	  between	  EOC	  and	  dividend	  policies.	  The	  reason	  why	  experiments	   are	   an	   excellent	   tool	   to	   measure	   causal	   relations,	   is	   because	   the	   variables	   can	   be	  isolated	   from	  external	   influences.	  A	  deductive	  approach	  will	  be	  used,	  because	   from	   the	   literature	  study	  hypotheses	  will	   be	   formulated	   and	  be	   tested	  within	   the	   conducted	   experiments.	  Deductive	  research	   is	   seen	   as	   a	   reliable	   research	   based	   on	   statistical	   testing.	   This	   research	  will	   analyze	   its	  quantitative	   data	   using	   the	   program	   SPSS	   (Pallant,	   2004).	   It	   is	   a	   positive	   quantitative	   research,	  measuring	  what	  is.	  	  
3.3.2	  Replication	  Research	  	  This	  research	  is	  partially	  a	  replication	  study,	  replicating	  Arkes	  and	  Blumer’s	  research.	  However,	  it	  does	  not	   replicate	   exactly	   as	  new	  variables	  have	  been	  added.	  Replication	   studies	   aim	   to	   repeat	   a	  procedure	  with	  the	  aim	  of	  establishing	  the	  truth.	  There	  are	  different	  types	  of	  replication	  attempts,	  such	  as	  direct	  replication,	  systematic	  replication	  and	  conceptual	  replication.	  With	  direct	  replication	  an	   experimental	   procedure	   is	   replicated	   as	   exact	   as	   possible	   with	   the	   same	   conditions	   as	   the	  original	   research.	  The	   same	  equipment,	  material,	   stimuli,	   design	  and	   statistical	   analysis	   are	  used.	  Systematic	   replication	   aims	   to	   obtain	   the	   same	   finding	   as	   the	   original	   research,	   but	   under	  somewhat	  different	  conditions.	  It	  changes	  one	  thing	  at	  a	  time	  and	  observes	  the	  effect.	  For	  example,	  different	  participants	  could	  be	  approached,	  the	  setting	  may	  change	  or	  more	  levels	  of	   independent	  variables	  can	  be	  included	  (Jackson,	  2009).	  In	  this	  case,	  the	  independent	  variable	  loss	  aversion	  and	  the	   dependent	   variable	   dividend	   polices	   have	   been	   included.	   In	   other	   words,	   this	   research	   uses	  different	   variables	   to	   analyze	   the	   experimental	   results	   of	   Arkes	   and	   Blumer	   (Schmidt,	   2009).	   A	  conceptual	   replication	   replicates	   the	   concept	   of	   the	   original	   research,	   however	   uses	   a	   different	  paradigm.	  A	  paradigm	   is	   a	   coherent	   system	  of	  models	   or	   a	  pattern	  of	   something	   (Oxford	  English	  Dictionary).	  A	  conceptual	  replication	  tests	  the	  same	  concept	  in	  a	  different	  way,	  thereby	  sometimes	  using	   a	   different	   research	   method.	   For	   this	   research	   the	   same	   research	   method,	   namely	   an	  experiment	   is	  used.	  Dividend	  behavior	   is	  not	  described	  within	  Arkes	  and	  Blumer’s	  study.	  We	  can	  add	   this	   element,	   because	   it	   can	   be	   seen	   as	   a	   direct	   consequence	   to	   the	   investment	   behavior	  influenced	  by	  sunk	  costs.	  Thus,	  if	  we	  look	  at	  Arkes	  and	  Blumer’s	  study	  as	  a	  chain	  we	  are	  adding	  an	  element	  to	  the	  front	  of	  the	  chain	  namely	  loss	  aversion,	  which	  is	  expected	  to	  cause	  EOC	  and	  we	  are	  adding	  an	  element	  at	  the	  end	  of	  the	  research	  chain	  namely	  dividend	  behavior	  (Arkes,	  1985).	  	  
3.3.3	  Minimizing	  Emotions	  	  The	   experiment	   is	   based	   on	   a	   generic	   fictitious	   situation	   in	   regards	   to	   EOC	   and	   dividend	   payout	  policies.	  A	  fictitious	  situation	  will	  increase	  the	  objectivity	  of	  the	  answers	  given	  by	  the	  participants,	  as	   they	  will	  not	  be	   influenced	  by	  external	   factors	  such	  as	  hierarchy,	  peer	  pressure,	  office	  politics,	  branding	  etc.	  The	  fictitious	  situation	  lets	  us	  focus	  completely	  and	  solely	  on	  the	  EOC	  behavior.	  The	  way	   the	   questions	   are	   answered	   by	   the	   participants	   could	   be	   dependent	   on	   their	   current	  mood.	  Emotions	   can	   lead	   to	  a	   subjective	   response.	   It	   cannot	  be	   said	   for	   certain	   that	   the	  participant	  will	  answer	   the	   same	  questions	   exactly	   the	   same	   in	   future	   instances.	   To	   keep	   response	   as	   neutral	   as	  possible	   the	   questions	   are	   asked	   with	   minimum	   emotion.	   Also	   before	   participants	   begin	   the	  experiment	  they	  are	  asked	  to	  answer	  all	  questions	  honestly	  and	  consistently	  and	  decide	  as	  how	  you	  would	   in	   ‘real	   life’.	   Participants	   are	   also	   ensured	   data	   is	   confidential	   and	   anonymous	   to	   prevent	  socially	  correct	  answers.	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3.3.4	  Target	  Group	  	  Arkes	  and	  Blumer	  targeted	  students	  and	  the	  same	  approach	  for	  this	  research	  will	  be	  used.	  Within	  paragraph	  1.3	  it	  has	  been	  stated	  that	  the	  focus	  will	  be	  on	  managers	  and	  not	  investors.	  So	  proposing	  the	  experiment	  on	  students	  instead	  of	  on	  managers	  may	  appear	  confusing.	  However,	  the	  students	  will	  be	  asked	  to	  take	  a	  management	  point	  of	  view	  during	  the	  experiment	  not	  an	  investor’s	  point	  of	  view.	   If	  managers	  were	   asked	   to	  participate	   in	   this	   experiment	   and	  asked	   to	   take	   a	  management	  view	  they	  may	  be	  influenced	  by	  their	  own	  current	  affairs	  within	  their	  own	  businesses.	  To	  minimize	  this	   effect	   students	   have	   been	   targeted.	  Whereas,	   some	   researchers	   decide	   to	   change	   the	   target	  group	  our	  research	  chooses	  not	  do	  so	  as	  this	  study	  focuses	  on	  adding	  extra	  variables,	  such	  as	  loss	  aversion	  and	  dividend	  payout	  policies.	  The	  students	  approached	  within	  Arkes	  and	  Blumer’s	  study	  are	  not	  the	  same	  students	  as	  the	  students	  approached	  for	  this	  research.	  Thus,	  the	  students	  are	  clear	  and	   open-­‐minded,	   they	   have	   not	   thought	   about	   the	   scenario	   questions	   before	   and	   therefore	  will	  give	   their	   initial	   response.	   The	   danger	   of	   using	   the	   same	   group	   for	   the	   same	   experiment	   is	   that	  participants	   may	   start	   to	   recognize	   the	   pattern	   of	   the	   questions	   being	   asked	   and	   start	   rising	  suspicions	  as	  to	  what	  the	  correct	  way	  to	  answer	  questions	  would	  be.	  It	  is	  suspected	  that	  the	  more	  time	   a	   student	   completes	   the	   same	   experiment	   the	   more	   rational	   they	   become.	   This	   remains	  outside	  of	  the	  scope	  of	  this	  research,	  however	  would	  be	  an	  interesting	  topic	  for	  future	  research.	  The	  participants	   will	   also	   be	   from	   different	   parts	   of	   the	   world	   as	   the	   research	   is	   conducted	   in	   New	  Zealand.	  This	  will	   vary	   the	   target	   group	  as	   compared	   to	  Arkes	   and	  Blumer	  who	  did	  not	   focus	  on	  New	  Zealand,	  however	  cultural	  differences	  will	  remain	  outside	  the	  scope.	  	  
3.3.5	  Sample	  Size	  A	  power	  analysis	  is	  often	  used	  to	  determine	  a	  sample	  size.	  This	  is	  done	  to	  minimize	  type	  I	  and	  type	  II	  errors.	  Type	  I	  error	  is	  the	  incorrect	  rejection	  of	  a	  true	  null	  hypothesis	  and	  type	  II	  is	  the	  failure	  to	  reject	   a	   false	   null	   hypothesis.	   To	   determine	   the	   sample	   sizes	   an	   alpha,	   a	   beta	   and	   a	   Cohen	   d	  coefficient	  (or	  power)	  can	  be	  determined	  to	  complete	  the	  sample	  size	  table.	  The	  alpha	  is	  the	  chance	  of	   rejecting	   the	   hypothesis	   tested	  when	   the	   hypothesis	   is	   true.	   For	   example,	   there	  may	   be	   a	   5%	  chance	  for	  type	  I	  error	  to	  occur.	  A	  5%	  alpha	  level	  means	  that	  on	  average	  1/20	  comparisons	  will	  be	  significant	  when	  they	  are	  just	  due	  to	  sampling	  variation.	  Thus,	  the	  probability	  of	  the	  data	  implying	  an	  effect	  at	  least	  as	  large	  as	  the	  observed	  effect	  when	  the	  null	  hypothesis	  is	  true	  must	  be	  less	  than	  5%.	  Whereas,	  beta	  is	  the	  chance	  of	  accepting	  the	  hypothesis	  tested	  when	  the	  alternative	  hypothesis	  is	  true.	  For	  example,	  there	  may	  be	  a	  20%	  chance	  for	  type	  II	  error	  to	  occur.	  Power	  (Cohen	  d)	  is	  the	  probability	   of	   rejecting	   the	   hypothesis	   tested	   when	   the	   alternative	   hypothesis	   is	   true	   (Privtera,	  2012).	  	  Traditionally,	  researchers	  believe	  that	  the	  alpha	  should	  be	  set	  at	  0.05	  and	  power	  should	  be	  set	  at	  80%,	  this	  research	  will	  do	  the	  same.	  The	  Cohen	  d	  is	  set	  at	  0.8,	  because	  the	  difference	  between	  the	  research	  group	  and	  the	  control	  group	  is	  expected	  to	  be	  large.	  Thus,	  there	  will	  be	  an	  80%	  chance	  of	   detecting	   the	   effect	   specified.	   A	   larger	   sample	   size	   is	   required	   for	   a	   higher	   power	   (Cohen	   d)	  (Cohen,	  1988).	  	  If	  the	  power	  is	  set	  at	  80%,	  this	  results	  to	  a	  beta	  of	  .20.	  These	  two	  figures	  keep	  type	  I	  and	  type	  II	  errors	  in	  balance.	  If	  type	  I	  error	  was	  the	  only	  concern	  it	  would	  make	  sense	  to	  set	  alpha	  at	  0.001,	   a	   conservative	   level.	  However,	  when	  alpha	   is	  decreased	  power	   is	  also	  decreased,	   so	   the	  chance	  of	   a	   type	   II	   error	  occurring	   increases.	  An	  alpha	  of	  0.05	  and	  a	  beta	  of	  0.20	   create	  balance.	  According	  to	  Kenny’s	  table	  when	  alpha	  is	  set	  at	  0.05,	  the	  Cohen	  d	  is	  set	  at	  0.8	  and	  the	  power	  at	  .95	  the	  sample	  size	  should	  be	  42	  participants	  for	  each	  sub	  population	  (Kenny,	  1987).	  For	  this	  research	  a	  minimum	  of	  42	  useful	  participants	  will	  be	  needed	  for	  subpopulation	  1	  &	  3	  and	  subpopulation	  2	  &	  4.	  Thus,	  in	  total	  a	  minimum	  of	  84	  participants	  will	  be	  needed.	  Determining	  the	  subpopulations	  will	  be	   discussed	   further	   in	   paragraph	   3.3.	   Answers	   that	   are	   incomplete,	   illogical	   (for	   example	   the	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answer	  to	  all	  questions	  are	  the	  same)	  or	  have	  not	  been	  completed	  seriously	  should	  be	  flagged	  and	  will	  not	  be	  used	  for	  the	  analysis	  of	  the	  experiment.	  
3.3.6	  Data	  Collection	  	  Data	   will	   be	   collected	   by	   presenting	   scenarios	   to	   the	   participants	   and	   additionally	   by	   using	   a	  questionnaire.	   EOC	   has	   been	   measured	   multiple	   times	   by	   using	   this	   method	   (Bobocel,	   1994;	  Brockner,	   1986;	   Whyte,	   1986;	   Schultze,	   2012;	   Wong,	   2008;	   Schultz-­‐Hardt,	   2009;	   Schultz-­‐Hardt,	  2010).	  The	  Massey	  University	  of	  Auckland	  has	  been	  contacted	  to	  participate	  within	  this	  research.	  Students	  who	  study	  organizational	  behavior/financial	  behavior	  have	  been	  approached.	  Kahneman	  explains	   within	   his	   book	   “Thinking	   Fast	   and	   Slow”	   that	   even	   when	   people	   are	   aware	   of	   certain	  theories	  regarding	  biases	  within	  behavior	  there	  is	  still	  a	  unbelievable	  urge	  to	  still	  act	  on	  the	  biases	  that	  are	  known	  to	  be	  irrational.	  This	  consequently	  shows	  the	  strength	  of	  the	  bias.	  By	  approaching	  students	  that	  are	  aware	  of	  biases	  concerned	  with	  financial	  decision-­‐making	  the	  strength	  of	  a	  certain	  bias	  can	  be	  proven	  or	  weakened.	  	  
3.3.7	  Data	  Processing	  &	  Analysis	  The	  information	  received	  from	  both	  subpopulations	  is	  statistically	  processed,	  in	  order	  to	  provide	  an	  accurate	  comparison	  between	  the	  two	  most	  extreme	  subpopulations,	  namely	  subpopulation	  1	  and	  2.	   	   The	   sample	   (subpopulation)	   mean	   are	   analyzed	   to	   describe	   the	   population	   mean	   (Privitera,	  2012).	  Descriptive	  statistics	  will	  be	  analyzed	  to	  determine	  the	  attributes	  of	  the	  dataset.	  Descriptive	  statistics	   are	   used	   to	   gain	   a	   summarized	   understanding	   about	   the	   distribution	   of	   continuous	  variables.	  Descriptive	  statistics	   that	  will	  be	  examined	   include:	   the	  mean,	  sum,	  standard	  deviation,	  variance,	   range,	   minimum,	   maximum,	   kurtosis	   and	   skewness.	   Once	   these	   statistics	   have	   been	  determined,	  histograms	  can	  be	  displayed	  to	  present	  the	  results.	  The	  descriptive	  statistics	  are	  used	  to	  provide	  summaries	  about	  the	  sample	  group	  (Privtera,	  2012).	  The	  goal	  of	  the	  descriptive	  statistics	  is	   to	  determine	  which	   tests	   can	  be	  used,	   for	   example	   the	   t-­‐test	   can	  only	  be	  used	  when	   there	   is	   a	  standard	  normal	  distribution.	  Also,	  descriptive	  statistics	  make	  it	  possible	  to	  draw	  conclusions	  from	  the	   sample	  mean	   to	   the	   population	  mean.	   To	   compare	   the	   two	   subpopulations	   the	   independent	  sample	  t-­‐test	  will	  be	  used.	  This	  is	  a	  suitable	  statistical	  tool	  for	  analyzing	  whether	  the	  research	  group	  and	   the	  control	  group	  will	  behave	  significantly	  different	   from	  each	  other.	  Hereby,	  we	  assume	   the	  subpopulations	   are	   independent,	   because	   we	   do	   not	   want	   the	   subpopulations	   to	   influence	   each	  other.	   If	   subpopulations	   influence	   each	   other	   it	   becomes	   more	   difficult	   to	   focus	   on	   the	   core	  variables,	  because	  social	  interaction	  and	  influencing	  skills	  become	  a	  larger	  factor	  than	  the	  influence	  of	  the	  core	  variables	  themselves	  (Privitera,	  2012).	  For	  example,	  if	  one	  participant	  is	  loss	  averse	  this	  does	   not	   influence	   another	   participant	   behaving	   loss	   averse	   yes	   or	   no	   as	   the	   participants	   are	  assigned	  randomly	  and	  participants	  are	  not	  influenced	  by	  how	  one	  another	  answers	  the	  questions	  we	   can	   speak	   of	   an	   independent	   research	   group	   and	   an	   independent	   control	   group	   (Privitera,	  2012).	  To	  test	  for	  independence	  the	  chi	  square	  test	  can	  be	  used.	  It	  is	  used	  to	  determine	  whether	  the	  frequency	  observed	   is	  equal	   to	   the	   frequency	  expected.	  As	  mentioned	   the	   t-­‐test	   can	  only	  be	  used	  when	  there	  is	  a	  standard	  normal	  distribution.	  Using	  a	  Q-­‐Q	  Plot	  will	  determine	  whether	  the	  dataset	  consists	  of	  a	  normal	  distribution.	  A	  Q-­‐Q	  Plot	  observes	  values	  against	  the	  normal	  distribution.	  If	  the	  distribution	   is	   normal	   the	   values	   run	   close	   to	   straight	   distribution	   line	   within	   the	   graph.	   If	   the	  values	   are	   scattered	   and	   not	   in	   line	  with	   the	   straight	   normal	   distribution	   line	   the	   dataset	   is	   not	  normally	  distributed.	   If	   there	   is	  not,	  non-­‐parametric	   tests	   can	  be	  used.	  Non-­‐parametric	   statistical	  tests	  are	  distribution	  free	  tests.	  The	  disadvantage	  of	  non-­‐parametric	  tests	  is	  that	  it	  becomes	  more	  difficult	  to	  make	  quantitative	  statements	  about	  the	  actual	  difference	  between	  populations,	  because	  there	  are	  no	  parameters	  to	  describe.	  The	  second	  disadvantage	  of	  non-­‐parametric	  tests	  is	  that	  ranks	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preserve	   information	  about	   the	  order,	  but	  not	  about	   the	  actual	  values.	  The	   t-­‐test	   is	   the	  preferred	  method	  as	  the	  strength	  of	  the	  research	  will	  be	  stronger	  when	  using	  a	  t-­‐test.	  Non-­‐parametric	  tests	  stringent	   less	  demands	  on	  data	  and	  are	  sometimes	  used	   to	  get	  a	  quick	  understanding	  of	   the	  data	  used.	  If	  a	  nonparametric	  alternative	  is	  needed	  the	  Mann-­‐Whitney	  U	  test	  is	  an	  alternative	  to	  the	  two-­‐independent	  sample	  t-­‐test.	  It	  is	  a	  test	  used	  to	  determine	  whether	  the	  total	  ranks	  in	  two	  independent	  groups	  are	  significantly	  different.	  To	  complete	  this	  test	  scores	  from	  both	  subpopulations	  are	  ranked	  in	   numerical	   order.	   Then	   points	   are	   assigned	   when	   one	   group	   outperforms	   another	   group.	  Thereafter,	   the	  points	   in	  each	  group	  are	  summed	  to	   find	  the	  test	  statistic	  (U).	  The	  group	  with	  the	  smallest	  total	  sum	  becomes	  the	  test	  statistic.	  The	  smaller	  the	  U	  test	  is	  the	  less	  likely	  that	  the	  values	  have	   occurred	   by	   chance,	   which	   is	   different	   compared	   to	   other	   statistical	   tests,	   which	   usually	  indicate	   the	   higher	   the	   test	   value	   the	   less	   chance	   the	   values	   have	   occurred	   by	   chance.	   The	   test	  statistic	  or	  U	  is	  compared	  to	  a	  table	  of	  critical	  U	  values	  for	  the	  Mann-­‐Whitney	  test.	  To	  be	  statistically	  significant	   U	   has	   to	   be	   less	   that	   the	   critical	   value	   found	   in	   the	   table	   (Privitera,	   2012).	   Non-­‐parametric	  tests	  have	  an	  advantage,	  as	  outliers	  do	  not	  influence	  non-­‐parametric	  tests	  as	  strongly	  as	  they	  do	  parametric	  tests.	  However,	  the	  disadvantage	  is	  that	  fewer	  conclusions	  can	  be	  made	  due	  to	  lack	  of	  confidence	  intervals.	  For	  example,	  larger	  differences	  are	  needed	  before	  the	  null	  hypothesis	  can	   be	   rejected	   (Privitera,	   2012).	   The	   reliability	   interval	   will	   be	   tested	   on	   a	   95%	   basis,	   because	  within	  behavioral	  science	  the	  level	  of	  significance	  is	  typically	  set	  at	  5%.	  In	  other	  words,	  95%	  of	  all	  sample	  means	  will	  fall	  within	  about	  2	  standard	  deviations	  (SD)	  of	  the	  population	  mean	  and	  there	  is	  less	   than	   a	  5%	  probability	   of	   obtaining	   a	   sample	  mean	   that	   is	   beyond	  2SD	   (standard	  deviations)	  from	  the	  population	  mean.	  When	  the	  null	  hypothesis	  is	  true	  and	  the	  probability	  of	  the	  sample	  mean	  being	  lower	  than	  5%	  the	  null	  hypothesis	  will	  be	  rejected.	  (Privitera,	  2012).	  An	  analysis	  scheme	  of	  about	  two	  pages	  has	  been	  created	  to	  explore	  the	  statistical	  possibilities,	  see	  appendix	  2	  for	  details.	  This	  is	  where	  each	  variable	  within	  the	  questionnaire	  will	  be	  studied	  and	  explained	  how	  the	  variable	  will	   be	   analyzed	   statistically.	  Also	   the	   relation	  between	   varieties	   of	   variables	  will	   be	   studied	   and	  explained	   which	   statistical	   tools	   will	   be	   used	   to	   analyze	   and	   quantify	   these	   relations.	   The	  measurement	   level	   per	   variable	   will	   also	   be	   determined.	   The	   measurement	   level	   can	   either	   be	  continuous	  or	  dichotom.	  Within	  the	  analysis	  scheme	  it	  becomes	  clear	  how	  important	  elements	  such	  as	   reliability,	   internal	  and	  external	  validity	  will	  be	  measured.	  Correlation	  analysis	  will	  be	  used	   to	  indicate	  the	  relationship	  between	  two	  random	  variables	  in	  this	  case	  between	  EOC	  &	  loss	  aversion	  and	   between	   EOC	   &	   dividend.	   Correlation	   analysis	   will	   also	   be	   used	   to	   study	   the	   relationship	  between	  question	  1.1	  and	  question	  1.2,	  namely	  how	  EOC	  and	  additional	  cashflow	  are	  related.	  The	  correlation	  coefficient	  measures	  the	  strength	  and	  direction	  of	  the	  correlation,	  varying	  from	  -­‐1	  to	  +1.	  The	   Pearson	   R	   Correlation	   Coefficient	   will	   be	   used.	   This	   coefficient	   is	   used	   to	   measure	   linear	  relationships	  between	  two	  interval/ratio	  variables. 
3.4	  Validity	  and	  Reliability	  	  This	  paragraph	  discusses	  construct	  validity,	  internal	  validity,	  external	  validity	  and	  reliability.	  	  
	  3.4.1	  Construct	  validity	  	  Construct	  validity	  indicates	  whether	  what	  is	  being	  measured	  is	  also	  exactly	  what	  is	  intended	  to	  be	  measured.	  This	  experiment	  is	  set-­‐up	  after	  an	  in	  depth	  literature	  study	  of	  the	  defined	  variables	  used	  in	  the	  experiment.	  This	  is	  valuable	  and	  necessary	  as	  experiments	  within	  social	  science	  have	  a	  lot	  of	  subjectivity	   to	   its	   concepts.	   This	   subjectivity	   is	   not	   ignored	   and	   is	   addressed	   in	   chapter	   2.	   Also,	  paragraph	   3.2.6	   explained	   that	   emotion	   is	  minimized,	   participants	   are	   asked	   to	   answer	   honestly	  and	   ensured	   the	   experiment	   is	   anonymous.	   This	   study	   measures	   escalating	   commitment	   very	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effectively,	   because	   the	   independent	   and	   dependent	   relations	   are	   clearly	   defined	   within	   the	  scenario	  questions	  as	  indicated	  below.	  	  	  Q1.1:	  10	  million	  has	  been	  set	  aside	  for	  research	  for	  air	  manufacturer	  plane	  (independent	  variable)	  	  Q1.1:	  The	  decision	  making	  as	  to	  whether	  the	  last	  10%	  will	  be	  invested	  (dependent	  variable)	  	  Q1.2:	  100%-­‐sunk	  costs	  have	  occurred	  and	  negative	  feedback	  is	  given	  (independent	  variable)	  	  Q1.2:	  The	  decision	  making	  as	  to	  whether	  issue	  dividends	  (dependent	  variable)	  	  	  Q2:	  $200,000	  has	  been	  spent	  on	  a	  new	  printing	  press	  and	  you	  have	  $10,000	  in	  savings	  (independent	  variable)	  	  Q2:	  The	  decision	  to	  buy	  the	  computerized	  press	  from	  the	  bankrupt	  competitor	  for	  $10,000	  (dependent	  variable)	  	  	  One	  may	  notice	   that	   the	   three	  scenario	  questions	  stated	  above	  are	  all	   related	   to	  sunk	  costs,	   even	  though	  our	  main	  research	  question	  refers	  to	   loss	  aversion	  as	  one	  of	  the	  main	  variables.	  Are	  these	  questions	  measuring	  what	   they	  are	  supposed	   to	  measure?	  The	  answer	   is	  yes,	  because	  sunk	  costs	  and	  loss	  aversion	  can	  occur	  simultaneously.	  The	  sunken	  cost	  theory	  cannot	  be	  subsumed	  under	  one	  complete	  theory.	  So	  far	  the	  prospect	  theory	  provides	  the	  best	  theory	  to	  describe	  why	  people	  throw	  good	  money	  after	  bad	  (Arkes,	  1985).	  	  Sunk	  costs	  are	  costs	  that	  cannot	  be	  avoided	  any	  longer;	  they	  have	   occurred	   and	   cannot	   be	   recovered	   even	   if	   management	   is	   in	   denial.	   Managers	  may	   not	   be	  aware	   that	   sunk	  costs	  have	  occurred	  and	   therefore	   seek	   risks	   to	  prevent	   the	   inevitable.	  Negative	  emotion	  occurs,	  because	  a	  manager	  has	   lost	   something	  permanently.	  A	   loss	   lingers	  and	  one	   finds	  oneself	  clinging	  to	  the	  past.	  Loss	  aversion	  specifies	  the	  imbalance	  between	  how	  managers	  deal	  with	  losses	   as	   opposed	   to	   gains,	   namely	   the	   negative	   emotional	   feeling	   can	   cause	   one	   towards	   risk-­‐seeking	  behavior.	  The	   irrational	  manager	  with	   their	   aversion	   to	   loss	   leads	   them	  straight	   into	   the	  sunk	  cost	  fallacy	  (Kahneman,	  2011).	  The	  Likert	  Scale	  is	  used	  towards	  the	  end	  of	  the	  experiment.	  It	  requires	   participants	   to	   make	   a	   decision	   on	   their	   level	   of	   agreement	   at	   the	   ordinal	   level	   of	  measurement.	   The	   scale	   is	   at	   an	   ordinal	   level,	   because	   responses	   indicate	   a	   ranking	   only.	   This	  research	  uses	  a	  five-­‐point	  scale	  (ie.	  strongly	  agree,	  agree,	  neutral,	  disagree	  and	  strongly	  disagree).	  It	  is	  a	  useable	  measurement	  as	  it	  is	  widely	  used	  for	  assessing	  participant’s	  opinions.	  The	  frequent	  way	  for	   examining	   construct	   validity	   for	   likert	   scales	   is	   factor	   analysis.	   The	   factor	   analysis	   takes	   the	  correlation	   between	   scale	   level	   responses	   into	   consideration.	   It	   looks	   for	   causality	   between	   the	  questions	   and	   responses.	   The	   goal	   of	   the	   factor	   analysis	   is	   to	   find	   whether	   an	   extra	   variable	   is	  influencing	   the	   results.	   This	   is	   an	   advantage	   over	   for	   example	   the	   Cronbach’s	   alpha,	   which	  measures	   if	   an	   individual	   item	   or	   a	   set	   of	   some	   items	   renders	   the	   same	   result	   as	   the	   entire	  experiment.	  In	  other	  words,	  it	  measures	  internal	  consistency.	  A	  low	  Cronbach	  Alpha	  may	  result	  in	  random	   guessing.	   Then	   again	   the	   items	   used	   to	   determine	   EOC	   may	   be	   tapping	   into	   different	  aspects	  relating	  to	  EOC,	  which	  can	  cause	  the	  Cronbach’s	  alpha	  to	  be	  low,	  yet	  useful	  information	  is	  still	  provided	  in	  regards	  to	  what	  is	  influencing	  EOC.	  The	  Cronbach’s	  Alpha	  will	  be	  discussed	  further	  in	   paragraph	   3.5.4.	   Factor	   analysis	   can	   play	   a	   crucial	   role	   in	   ensuring	   unidimensionality	   and	  discriminant	   validity	   of	   scales	   (Privitera,	   2012).	   Factor	   analysis	  will	   be	   used	   for	   dividend	  payout	  policies	  and	  EOC.	  	  
3.4.2	  Internal	  validity	  	  As	  mentioned	   in	   paragraph	   3.2.5	   conducting	   an	   experiment	   has	   its	   advantage	   of	   a	   high	   internal	  validity,	   because	   an	   experiment	   controls	   for	   external	   factors	   influencing	   your	   variables.	   This	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increases	   the	   chance	   of	  measurements	   being	   accurate.	   Internal	   validity	   is	   the	   approximate	   truth	  about	  causal	  relationships.	  Thus,	  that	  all	  observed	  correlations	  are	  causal.	  Internal	  validity	  ensures,	  that	   extraneous	   variables	   are	   controlled	   for.	   The	   variable	   that	   the	   research	   wishes	   to	   study	   is	  indeed	  the	  one	  that	  is	  actually	  studied.	  With	  experiments	  there	  is	  a	  high	  level	  of	  control	  to	  influence	  internal	   validity,	   because	   the	   research	   is	   taking	   place	   within	   a	   controlled	   environment	   without	  external	   factors	   influencing	   the	   result.	   In	   other	   words,	   the	   independent	   variable	   is	   free	   from	  distractions.	   To	   increase	   internal	   validity	   selection	   bias	   is	   important.	   There	   should	   be	   a	   random	  group	  of	  participants	   in	  regards	   to	  sex,	  skin	  color,	  personality,	  motivation	  etc.	  For	  example,	   if	   the	  majority	   of	   the	   participants	   have	   similar	   related	   variables,	   such	  male	   versus	   female	   the	   internal	  validity	  could	  be	   threatened.	  Random	  assignment	  also	  reduces	   the	  risk	  of	   systematic	  pre-­‐existing	  differences	   between	   the	   levels	   of	   the	   independent	   variable,	   thereby	   increasing	   internal	   validity	  (Keele,	  2012).	  	  
3.4.3	  External	  validity	  	  There	  is	  a	  clear	  trade-­‐off	  between	  internal	  and	  external	  validity.	  For	  example,	  experiments	  provide	  greater	   internal	  validity	   than	   field	  research,	  yet	  experiments	  provide	   lower	  external	  validity	   than	  field	   research.	   External	   validity	   refers	   to	   how	   research	   results	   can	   be	   generalized	   into	   the	   ‘real’	  world.	  As	  an	  experiment	  is	  conducted	  in	  a	  controlled	  environment	  external	  validity	  is	  usually	  lower	  for	   experimental	   research	   as	   compared	   to	   other	   research	  methods.	   However,	   as	   this	   experiment	  has	   been	   conducted	   before	   by	   Arkes	   and	   Blumer	   external	   validity	   has	   improved,	   because	  replication	   increases	  external	  validity.	  Also,	   to	   increase	  external	  validity	   the	  participants	  must	  be	  representative	   for	   the	   entire	   population,	   random	   selection	   is	   important.	   Yet,	   then	   again	  homogeneous	   participants	   are	   usually	   desirable,	   because	   heterogeneous	   participants	   inflate	   the	  error	  term	  of	  statistical	  tests	  and	  homogenous	  participants	  create	  a	  stronger	  isolated	  test,	  however	  this	  does	  reduce	  external	  validity.	  In	  this	  experiment,	  the	  goal	  is	  to	  create	  a	  heterogeneous	  group	  of	  participants	  to	  create	  a	  representation	  of	  the	  population	  and	  therefore	  increasing	  external	  validity.	  There	   are	   background	   factors,	   such	   overconfidence,	   optimism	   and/or	   illusion	   of	   control	   that	   are	  excluded	  from	  this	  experiment	  that	  could	  influence	  the	  observed	  data	  patterns.	  Within	  experiments	  these	  background	  factors	  are	  purposely	  limited	  to	  increase	  focus,	  yet	  it	  does	  lower	  external	  validity.	  To	   maintain	   a	   high	   level	   of	   external	   validity	   background	   factors	   need	   to	   be	   identified	   and	  explanations	   for	   these	   background	   factors	   need	   to	   be	   given.	   Chapter	   2	   discusses	   a	   variety	   of	  background	  factors	  that	  can	  influence	  the	  main	  variables	  (Lynch,	  1982).	  	  	  
3.4.4	  Reliability	  	  42	  participants	  for	  each	  subpopulation	  should	  increase	  the	  reliability	  and	  accuracy	  of	  this	  research.	  Also,	   to	   ensure	   reliability	   the	   steps	   of	   this	   research	   have	   been	   explained	   in	   depth	   for	   future	  researchers	  to	  repeat.	   If	  one	  repeats	  this	  research	  they	  can	  compare	  their	  results	  to	  this	  research	  and	  to	  the	  Arkes	  and	  Blumer’s	  research.	  The	  Cronbach’s	  alpha	  is	  used	  to	  measure	  reliability.	  It	  is	  a	  measure	  of	  internal	  consistency,	  and	  measures	  how	  closely	  related	  sets	  of	  items	  are	  in	  as	  a	  group.	  The	  coefficient	  of	  reliability	  (Cronbach’s	  alpha)	  varies	  in	  between	  0	  –	  1.	  A	  high	  internal	  consistency	  is	  achieved	  at	  a	  reliability	  coefficient	  of	  0.8	  or	  larger.	  If	  the	  test	  has	  a	  reliability	  of	  0.8,	  there	  is	  a	  0.36	  error	  variance	  (random	  error)	  (0.8	  x	  0.8	  =	  0.64.	  1	  –	  0.64	  =	  0.36).	  When	  a	  coefficient	  is	  lower	  than	  0.5	  it	  is	  considered	  unsatisfactory	  in	  regards	  to	  reliability.	  The	  measure	  is	  relevant,	  because	  without	  reliability	   validity	   is	   reduced.	  However,	   as	  mentioned	  within	  3.5.1	   a	  Cronbachs	   alpha	   can	  be	   low	  when	   items	   are	   measuring	   the	   same	   construct	   individually.	   The	   differences	   between	   the	   items	  differ	   as	   each	   item	   is	  measuring	  a	  different	   aspect	  of	   the	   construct	   (Tavakol,	   2011).	  Reliability	   is	  also	  improved	  by	  providing	  exact	  details	  to	  the	  readers	  as	  to	  how	  the	  experiment	  is	  set-­‐up.	  In	  this	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chapter	  measures	  have	  been	  taken	  to	  explain	  to	  the	  reader	  how	  the	  experiment	  is	  set-­‐up	  and	  how	  it	  can	  be	  repeated	  in	  the	  future.	  Therefore,	  increasing	  reliability.	  
4.	  Results	  Within	  this	  chapter	  the	  results	  of	  the	  experiment	  will	  be	  brought	  forward.	  First,	  the	  quality	  of	  the	  data	   collection	   will	   be	   discussed,	   such	   as	   the	   response	   rate,	   division	   of	   subpopulations,	   missing	  values,	  reliability	  and	  construct	  validity.	  Second,	   the	  results	  of	   the	  experiment	  will	  be	  tested	  for	  a	  normal	   distribution,	   correlation,	   chi-­‐square	   test	   and	   an	   independent	   t-­‐test.	   Third,	   statistical	  restrictions	  are	  presented.	  	  
4.1	  Quality	  of	  the	  data	  collection	  and	  its	  process	  
4.1.1	  Response	  Rate	  &	  Division	  Subpopulations	  	  In	   total	  138	  people	  have	  been	  approached	   to	  participate.	   113	  people	  have	  participated	  and	   their	  reactions	   have	   been	   studied.	   55	   of	   the	   participants	   are	   female	   (48.67%)	   and	   58	   participants	   are	  male	  (51.33%),	  resulting	  in	  a	  random	  sample.	  79	  of	  the	  113	  participants	  are	  between	  the	  ages	  of	  15	  –	  35	  (69.91%).	  It	  is	  important	  to	  realize	  the	  demographics	  of	  the	  participants	  to	  determine	  whether	  age	   influences	   the	   results	   of	   the	   experiment.	   64.60%	   are	   classified	   into	   the	   irrational	   group	   and	  35.40%	   are	   classified	   into	   the	   rational	   group.	   The	   response	   rate	   percentage	   is	   81.88%.	   The	  response	  rate	  compared	  to	  other	  research	  projects	  is	  relatively	  high.	  For	  example,	  Lonzar	  Manfreda	  shows	  that	  response	  rates	  for	  surveys	  averaged	  around	  6	  –	  15%	  (Jin,	  2010).	  The	  personal	  approach	  applied	   reduced	   resistance	   resulting	   in	   a	   high	   response	   rate.	   The	   total	   of	   84	   participants	   as	  explained	  in	  chapter	  3	  has	  been	  achieved.	  42	  participants	  were	  required	  to	  belong	  to	  subpopulation	  1	  &	  3	  and	  42	  needed	  to	  belong	  to	  subpopulation	  2	  &	  4.	  There	  are	  73	  participants	  for	  subgroup	  1	  &	  4.	  Yet,	  unfortunately	  there	  are	  only	  11	  participants	  for	  subpopulation	  1	  &	  3.	  The	  results	  as	  to	  how	  the	  participants	  were	  divided	  between	  each	  subpopulation	  can	  be	  found	  below.	  
Subpopulation	   Amount	  of	  participants	  Subpopulation	  1	  –	  100%	  Rational	  	   0	  Subpopulation	  2	  –	  100%	  Irrational	   18	  Subpopulation	  3	  –	  75%	  Rational	  	   11	  Subpopulation	  4	  –	  75%	  Irrational	   55	  Subpopulation	  5	  –	  50%	  Rational;	  50%	  Irrational	   29	  
Figure	  5:	  Results	  Subpopulation	  Division	  	  Analyzing	   the	   figures	   above	   we	   can	   see	   that	   nobody	   within	   a	   sample	   of	   113	   participants	   acted	  completely	  rational	  and	  most	  people	  as	  expected	  and	  explained	  in	  paragraph	  3.3	  showed	  irrational	  behavior	  75%	  of	   the	   time.	   Interestingly,	   the	  29	  participants	  behaved	  rational	   in	  50%	  of	   the	  cases	  and	   irrational	   the	   other	   half	   of	   the	   time.	   Subpopulation	   2	   &	   4	   behave	   75%	   -­‐	   100%	   of	   the	   time	  irrational,	  whereas	  subpopulation	  1	  &	  3	  behave	  75%	  -­‐	  100%	  of	  the	  time	  rational	  and	  subpopulation	  behaves	  50%	  of	  the	  time	  rational	  and	  50%	  of	  the	  time	  irrational.	  Subpopulation	  5	  is	  relatively	  more	  rational	   than	   subpopulation	   2	   &	   4,	   but	   less	   rational	   than	   subpopulation	   1	   &	   3.	   To	   make	   the	  comparisons	  between	  a	  relatively	  rational	  group	  and	  a	  relatively	   irrational	  group	  subgroup	  2	  &	  4	  have	  been	  grouped	  together	  and	  subgroup	  3	  &	  5	  have	  been	  grouped	  together.	  The	  disadvantage	  of	  including	  subpopulation	  5	  is	  that	  the	  gap	  between	  completely	  rational	  and	  completely	  irrational	  is	  reduced,	  which	  softens	  conclusions	  between	  the	  two	  extremes.	  Originally,	  as	  noted	  in	  the	  previous	  chapter	  the	  plan	  was	  to	  group	  subgroup	  1	  &	  3	  together	  and	  exclude	  subgroup	  5,	  however	  as	  there	  are	  not	  any	  participants	  grouped	  into	  subpopulation	  1	  there	  would	  not	  be	  any	  statistical	  ground	  to	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make	  any	  comparisons.	  Therefore,	  subpopulation	  5	  has	  been	  included	  as	  the	  relative	  more	  rational	  one.	  In	  other	  words,	  a	  stratified	  sample	  has	  now	  been	  created,	  thus	  the	  entire	  target	  population	  is	  divided	   into	   different	   subgroups.	   This	   is	   done	   to	   highlight	   a	   specific	   element	   in	   this	   case	  we	   are	  highlighting	   relatively	   rational	   versus	   relatively	   irrational.	   This	  method	   ensures	   the	   research	  has	  adequate	   amounts	   of	   subjects	   from	  each	   subgroup.	  The	   selection	  based	  on	  other	   criteria	   such	   as	  male	  versus	   female,	  nationality	  and	  age	   remains	   to	  be	  a	   random	  selection	  within	   the	  determined	  subgroups.	   The	   main	   advantage	   of	   stratified	   sampling	   over	   simple	   random	   sampling	   is	   that	   it	  guarantees	   better	   coverage	   of	   the	   population	   and	   it	   leads	   to	   higher	   statistical	   precision	   (Babbie,	  2001).	  	  
4.1.2	  Missing	  Values	  &	  Necessary	  Recoding	  	  Luckily,	   107	   of	   the	   113	   participants	   completed	   the	   experiment	   completely.	   However,	   there	   are	  missing	  values	  within	   the	  data.	  This	  can	  be	  caused	  by	  a	  variety	  of	   reasons	   for	  example	   fatigue	  or	  lack	  of	  knowledge.	  In	  total,	  7	  out	  of	  1,582	  values	  are	  missing,	  thus	  0.44%.	  To	  solve	  this	  problem	  the	  missing	   values	   have	   been	   replaced	   with	   the	   mean	   of	   the	   variable	   obtained	   by	   calculating	   the	  average	  score	  on	  the	   item.	  By	  replacing	  the	  missing	  values	  exclusion	  of	  participants	   is	  prevented.	  The	  disadvantage	  is	  that	  the	  replaced	  mean	  does	  not	  provide	  any	  new	  information,	  however	  it	  does	  allow	  the	  research	  to	  use	  the	  other	  provided	  values	  that	  the	  participant	  has	  given	  even	  when	  that	  particular	  participant	  has	  one	  missing	  value.	  As	   the	  percentage	  of	  missing	  values	   is	  very	   low,	   the	  influence	  on	  the	  standard	  deviation	  will	  be	  minimal	  (Little,	  1987).	  Another	  aspect	  that	  needs	  to	  be	  considered	  within	  the	  data	   is	   that	  some	  questions	  within	  the	  experiment	  have	  negatively	  worded	  scale	  items.	  Both	  positive	  and	  negative	  framed	  questions	  were	  used	  to	  minimize	  response	  bias.	  The	  second	  question	  regarding	  loss	  aversion	  has	  been	  recoded,	  as	  well	  as	  the	  third	  question	  related	  to	  EOC	  and	  first	  question	  related	  to	  dividends.	  Recoding	  will	  be	  explained	  in	  more	  detail	  below.	  Please,	  see	  overview	  below:	  	  
Questions	  that	  have	  been	  recoded	  In	  addition	  to	  whatever	  you	  own,	  you	  have	  been	  given	  $2,000.	  You	  are	  now	  asked	  to	  choose	  one	  of	  these	  options:	  50%	  chance	  to	  lose	  $1,000	  or	  lose	  $500	  for	  sure.	  Once	  I	  make	  a	  an	  investment	  decision	  I	  stick	  to	  it	  (5	  likert	  scale)	  	  Dividend	  decisions	  should	  be	  made	  after	  investment	  plans	  are	  determined	  (5	  likert	  scale)	  	  
Figure	  6:	  Questions	  that	  have	  been	  recoded	  
	  The	   first	  question	  that	  has	  been	  recoded	   is	  necessary,	  because	  within	   the	  question	  asked	  directly	  before	  this	  question	  the	  risk	  taking	  option,	  namely	  90%	  chance	  to	  lose	  $1000	  is	  option	  number	  2,	  whereas	   in	   this	   question	   taking	   the	   chance	   is	   option	   number	   1.	   To	   make	   sure	   the	   comparisons	  between	  the	  questions	  are	  made	  correctly	  taking	  the	  chance	  option	  in	  the	  second	  question	  needs	  to	  recoded	  to	  make	  sure	   they	  are	  compared	  correctly.	  When	  agreeing	   to	   the	  questions	  asked	  on	   the	  likert	  scale	  some	  questions	  are	  related	  to	  a	  higher	  dividend,	  whereas	  others	  are	  related	  to	  a	  lower	  dividend	   payout.	   The	   two	   questions	   named	   above	   cause	   dividend	   payouts	   to	   be	   lower	   when	  agreeing	   with	   the	   statement,	   whereas	   with	   the	   other	   questions	   dividend	   payouts	   will	   be	   higher	  when	   agreeing	   with	   the	   statement.	   To	   make	   sure	   questions	   are	   compared	   correctly	   the	   two	  questions	  above	  have	  therefore	  been	  recoded.	  A	  total	  score	  for	  the	  variables	  EOC,	  loss	  aversion	  and	  dividend	  decisions	  have	  been	  computed.	  The	  means	  of	  the	  items	  relating	  to	  EOC	  have	  been	  added	  to	  create	  a	   total	  score	   for	  EOC.	  The	  means	  of	   the	   items	  relating	   to	   loss	  aversion	  have	  been	  added	  to	  compute	  a	   total	  score	   for	   loss	  aversion	  and	   the	  means	  of	   the	   items	  relating	   to	  dividend	  decisions	  have	  been	  computed	  to	  create	  a	  total	  score	  for	  dividend	  decisions.	  The	  individual	   items	  make	  the	  variable	  stronger	  to	  complete	  an	  analysis	  of	  the	  conceptual	  model	  (figure	  3)	  (Privitera,	  2012).	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4.1.3	  Replication	  Experiment,	  comparing	  results	  	  As	  mentioned	  within	  the	  previous	  chapter	  this	  experiment	  is	  a	  replication	  study	  of	  earlier	  scenarios	  studied	   by	   Arkes	   &	   Blumer.	   Thus,	   “the	   blank	   radar	   plane	   scenario”	   used	   in	   Arkes	   &	   Blumer’s	  experiment	   and	   “the	   printer	   press	   scenario”	   are	   asked	   again	   to	   a	   different	   group	   of	   randomly	  selected	  participants.	  The	  two	  scenarios	  of	  the	  previous	  study	  are	  repeated.	  The	  goal	  is	  to	  analyze	  whether	   the	   participants	   of	   this	   research	   have	  made	   similar	   investment	   decisions	   as	   opposed	   to	  Arkes	   &	   Blumer’s	   research.	   In	   their	   experiment	   85.41%	   of	   the	   participants	   showed	   escalating	  commitment	   in	   regards	   to	   the	   blank	   radar	   plane	   scenario	   and	   53.08%	   showed	   escalating	  commitment	   behavior	   in	   regards	   to	   the	   printing	   press	   scenario.	   In	   other	   words,	   the	   majority	  answered	   yes	   for	   both	   questions	   and	   in	   both	   instances	   the	  majority	   decided	   to	   invest	   additional	  money	   into	   the	   project	   even	   thought	   they	   could	   of	   decided	   to	   cut	   their	   losses.	   To	   determine	   the	  level	  of	  EOC	   for	   this	   research	   the	   same	  method	  was	  used,	   thus	   if	   a	  participant	  answered	  yes	  and	  continued	  to	  invest	  money	  they	  are	  considered	  to	  show	  EOC	  behavior.	  Based	  on	  the	  literature	  study	  it	   can	   be	   said	   that	   answering	   yes,	   thus	   throwing	   good	  money	   after	   bad,	   is	   an	   indication	   of	   EOC	  behavior.	   This	   replication	   study	   has	   more	   participants	   and	   the	   results	   are	   relatively	   similar,	  however	   the	   EOC	   effect	   for	   the	   blank	   radar	   plane	   is	   slightly	   weaker	   and	   the	   EOC	   effect	   for	   the	  printing	  press	  scenario	  is	  slightly	  stronger	  (see	  figure	  7).	  	  
Question	   Experiment	   Participants	   Percentage	  with	  EOC	  Blank	  Radar	  Plane	  (EOC)	  	   Arkes	  &	  Blumer	   48	   85.41%	  Blank	  Radar	  Plane	  (EOC)	  	   Replication	  experiment	   113	   76.99%	  Printing	  Press	  (EOC)	  	   Arkes	  &	  Blumer	  	   81	   53.08%	  Printing	  Press	  (EOC)	  	   Replication	  experiment	   113	   62.83%	  
Figure	  7:	  Comparison	  between	  Arkes	  &	  Blumer	  and	  replication	  study	  
4.1.4	  Reliability	  and	  Construct	  Validity	  	  The	  results	  above	  indicate	  that	  there	  is	  consistency	  as	  how	  people	  answer	  EOC	  related	  questions.	  The	  convergent	  validity	   is	  high	  as	   it	   is	  a	  replication	  study.	  The	  same	  method	  to	  measure	  EOC	  has	  been	   used	   for	   both	   studies	   increasing	   the	   reliability	   of	   this	   research.	   It	   is	   interesting	   to	   gain	   an	  understanding	   as	   to	  whether	   similar	   results	   are	   gained	   if	   the	   same	  method	   to	  measure	   a	   certain	  variable,	  in	  this	  case	  EOC,	  is	  used.	  When	  the	  same	  method	  is	  executed	  exactly	  the	  same	  errors	  are	  minimized.	   Unfortunately,	   the	   Cronbach’s	   alpha	   coefficient,	   which	   is	   a	   positive	   function	   of	   the	  average	  correlation	  between	  items	  in	  a	  scale,	  and	  the	  number	  of	  items	  in	  the	  scale	  was	  statistically	  is	  to	  low	  (<0.5)	  for	  all	  items.	  The	  Cronbach’s	  alpha	  for	  EOC	  is	  0.099,	  0.138	  for	  loss	  aversion	  and	  0.34	  for	  dividend	  decisions.	  The	  Cronbach’s	  alpha	  is	  widely	  used	  to	  measure	  internal	  consistency.	  Within	  this	  research	  the	  average	  correlation	  between	  items	  is	  low	  and	  there	  should	  have	  been	  more	  items	  to	   cancel	   out	   errors.	   To	   test	   reliability	   and	   construct	   validity	   further	   factor	   analysis	   can	   be	   used	  when	   the	   sample	   size	   is	   larger	   than	  100	  participants,	  which	   it	   is	   in	   this	   case	   (113	  >	  100).	   Factor	  analysis	  is	  an	  additional	  means	  of	  determining	  whether	  items	  are	  tapping	  into	  the	  same	  construct.	  In	   other	   words,	   are	   we	   measuring	   what	   we	   intend	   to	   measure	   (construct	   validity).	   The	   Kaiser-­‐Meyer-­‐Olkin	  measure	   of	   sampling	   is	   a	   test	   that	   can	   be	   used	   to	   determine	   the	   factorability	   of	   the	  questionnaire.	   This	   research	   has	   a	   sampling	   adequacy	   greater	   than	   the	   acceptable	   level	   of	   0.50,	  namely	  0.561	  for	  EOC,	  0.593	  for	  dividends	  and	   .50	  for	   loss	  aversion,	  see	  appendix	  7.	  Even	  though	  these	   levels	  are	   just	  acceptable	   it	  would	  have	  been	  preferable	   to	  have	   the	  sampling	  accuracy	  and	  reliability	   factor	  higher	   and	  more	   secure.	  This	   could	  be	   achieved	  by	   either	  using	   a	   larger	   sample	  size	  or	  by	  asking	  more	  questions	  related	  to	  a	  certain	  construct,	  for	  example	  asking	  more	  questions	  in	  regards	  to	  loss	  aversion,	  EOC	  and	  dividend	  decisions	  (Coakes,	  2013).	  Instead	  of	  focusing	  on	  one	  construct	   in	  depth,	   this	   research	   focuses	   its	  questions	  on	  multiple	   constructs.	   The	   face	  validity	   is	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secure	  due	   to	   the	  extensive	   literature	  research	  and	  precise	  detailed	  questionnaire	  developed	  and	  redefined	  where	  needed.	  	  
4.2	  Analyzing	  the	  results	  The	   first	   step	  within	   the	   statistical	   analysis	   is	   to	  determine	  normal	  distribution	   for	   each	  variable	  yes	   or	   no.	   This	   has	   been	   done	   by	   using	   descriptive	   statistics	   (see	   appendix)	   and	   by	   using	   the	  kolmogorov-­‐statistic.	  The	  Pearson	  R	  coefficient	  has	  been	  used	  during	  the	  correlation	  analysis	  and	  the	   Pearson	   Chi-­‐Square	   for	   the	   chi-­‐square	   tests.	   The	   last	   part	   of	   this	   sub	   chapter	   focuses	   on	   the	  levene	  test	  used	  for	  the	  independent	  t-­‐test.	  	  
4.2.1	  Normal	  Distribution	  	  For	  each	  question,	  the	  main	  descriptive	  statistics	  are	  determined.	  A	  histogram	  and	  a	  Q-­‐Q	  plot	  have	  are	  displayed.	  Each	  variable	  has	  a	   linear	   line	  within	  the	  Q-­‐Q	  plot	   indicating	  a	  normal	  distribution.	  The	  Kolmogorov-­‐Smirnov	   statistic	   for	   each	  variable	   can	  be	   found	  below.	  Normality	   is	   assumed	   if	  the	  significance	  level	  is	  greater	  than	  0.05.	  For	  each	  variable	  significance	  level	  is	  greater	  than	  0.05,	  see	  table	  below.	  This	  means	  that	  for	  this	  research	  no	  non-­‐parametric	  tests	  will	  need	  to	  be	  used	  as	  each	  variable	  has	  a	  normal	  distribution.	  	  
Item	  per	  question/scenario	   Kolmogorov-­	  Smirnov	  Gender	   0.347	  	  Age	  	   0.269	  	  Nationality	  	   0.328	  Blank	  Radar	  Plane	  	   0.477	  Cashflow	  	   0.505	  	  Printer	  Press	  	   0.406	  90%	  chance	  to	  lose	  $1,000	   0.485	  50%	  chance	  to	  lose	  $1,000	  	   0.356	  	  Dividend	  decisions	  after	  investment	  plans	   0.257	  	  Regular	  dividends	  preferred	   0.262	  The	  more	  dividends	  the	  better	  	   0.248	  Stick	  to	  investment	  plans	  	   0.346	  Influenced	  by	  negative	  information	  	   0.278	  	  Waste	  of	  premature	  resources	  	   0.185	  Total	  EOC	  	   0.116	  Total	  Loss	  Aversion	  	   0.278	  Total	  Dividend	   0.176	  
Figure	  8:	  Normal	  Distribution	  
4.2.2	  Correlation	  The	   correlation	   analysis	   is	   used	   to	   examine	   the	   relationships	   between	   certain	   relationships.	   The	  Pearson	  R	   coefficient	   has	   been	   used	   to	  measure	   linear	   relationships	   between	   two	   variables.	   The	  correlation	  measurement	  has	  five	  important	  underlying	  assumptions,	  namely:	  related	  pairs,	  scale	  of	  measurement,	   normality,	   linearity	   and	   homoscedasticity.	   As	   all	   participants	   answered	   questions	  related	   to	   both	   variables	   the	   related	   pairs	   requirement	   has	   been	   satisfied.	   The	   scale	   of	  measurement	  as	  an	   interval	   ratio	  has	  also	  been	  satisfied.	  As	  mentioned	  earlier	   in	   this	   chapter	  all	  variables	  are	  normally	  distributed,	  see	  figure	  8.	  That	  leaves	  two	  more	  checks	  that	  need	  to	  be	  run,	  namely	  the	  linearity	  and	  homoscedasticity	  assumption.	  Linearity	  is	  the	  assumption	  that	  the	  pattern	  of	  data	  can	  be	  displayed	  using	  a	  straight	   line.	  Homoscedasticity	  is	  the	  assumption	  that	  there	  is	  an	  equal	  amount	  of	  variance	  of	  data	  points	  dispersed	  along	  the	  regression	  line.	  Examining	  scatterdots	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of	  the	  variables	  can	  test	  both	  assumptions.	  These	  assumptions	  are	  only	  satisfied	  for	  the	  relationship	  between	  total	  dividend	  and	  total	  EOC,	  see	  scatterplot	  appendix	  6.	  	  
Relationship	   Pearson	  R	  coefficient	   HO	  versus	  H1	  EOC	  &	  Loss	  Aversion	  	   +	  0.038	  (not	  significant)	  	  	   Accept	  HO	  	  
EOC	  &	  Dividend	  	   +	   0.238	   (significant	   at	   the	  
0.01	  level)	  	  
Reject	  HO	  EOC	  &	  Cashflow	   -­‐	  0.92	  (not	  significant)	  	   -­‐	  Loss	  Aversion	  &	  Dividend	  	   +	  0.04	  (not	  significant)	  	   Accept	  HO	  	  Blank	  Radar	  Plane	  &	  Total	  EOC	  	   +	   0.393	   (significant	   at	   the	  0.01	  level)	  	   -­‐	  Printer	  Press	  &	  Total	  EOC	  	   +	   0.668	   (signficiant	   at	   the	  0.01	  level)	  	   -­‐	  	  
Figure	  9:	  Correlation	  Overview	  
	  Even	   though	   it	   has	   been	   established	   that	   there	   is	   a	   significant	   positive	   relationship	   between	   the	  level	  of	  EOC	  and	  dividend	  payouts	  it	  is	  still	  unclear	  in	  which	  direction	  this	  relationship	  works.	  For	  example,	  does	  EOC	  cause	  higher	  dividend	  payouts	  or	  the	  other	  way	  around.	  This	  problem	  is	  called	  reverse	   causality.	   Interestingly,	   enough	   it	  was	  not	   expected	   according	   to	   the	   theoretical	   research	  that	   a	   positive	   relationship	   between	   EOC	   and	   dividend	   payouts	  would	   be	   defined.	   The	   literature	  was	  leaning	  towards	  a	  negative	  relationship	  due	  to	  the	  free	  cashflow	  (FCF)	  model.	  The	  correlation	  analysis	  has	  also	  been	  used	  to	  examine	  if	  there	  is	  a	  significant	  coherence	  between	  loss	  aversion	  and	  EOC;	   EOC	   and	   dividend	   decisions	   and	   loss	   aversion	   and	   dividend	   decisions.	   Only	   a	   significant	  coherence	  has	  been	  found	  between	  EOC	  and	  dividend	  decisions.	  In	  chapter	  5	  explanations	  for	  these	  conclusions	  will	  be	  discussed	  further.	  	  
4.2.3	  Testing	  for	  independence,	  chi-­‐square	  test	  There	  are	  two	  main	  types	  of	  chi-­‐square	  test.	  The	  chi-­‐square	  test	   for	  goodness	  of	   fit	  applies	  to	  the	  analysis	   of	   a	   single	   categorical	   variable,	   and	   the	   chi-­‐square	   test	   for	   independence	   or	   relatedness	  applies	  to	  the	  analysis	  of	  the	  relationship	  between	  two	  categorical	  variables.	  In	  this	  case	  there	  are	  two	  categorical	  variables,	  so	  the	  chi-­‐square	  test	  for	  independence	  has	  been	  used.	  According	  to	  the	  results	  above	  there	  seems	  to	  be	  no	  significance	  difference	   in	  gender,	  age	  or	  nationality	  as	   to	  how	  they	   handle	   EOC.	   The	   assumption	   for	   nationality	   influences	   EOC	   has	   been	   violated	   within	   the	  statistical	  test	  as	  the	  minimum	  expected	  cell	  frequency	  is	  4,	  which	  is	  <	  5.	  So,	  we	  cannot	  really	  base	  any	  conclusions	  based	  on	  nationality.	  There	  is	  also	  no	  significant	  difference	  as	  to	  how	  rational	  and	  irrational	   participants	   handle	   dividend	   decisions,	   however	   there	   is	   a	   difference	   as	   to	   how	   they	  handle	  loss	  aversion	  and	  EOC.	  Please,	  see	  table	  below	  for	  details.	  	  	  	  
Measurement	   Pearson	  Chi-­Square	   Significance	   Conclusion	  Subpopulation	  –	  EOC	   30.53	   0.015	  <	  0.05	  (Yes)	  	   There	  is	  a	  significant	  difference.	  	  	  Subpopulation	  –	  Dividend	   5.138	   0.743	  >	  0.05	  (No)	  	   There	  is	  no	  significant	  difference.	  	  Subpopulation	  –	  loss	  aversion	  	   45.122	   0.0	  <	  0.05	  (Yes)	  	   There	  is	  a	  significant	  difference.	  	  Gender	  influences	  EOC	   15.330	   0.501	  >	  0.05	  (No)	  	  	   Accept	  HO/Reject	  H1	  Age	  influences	  EOC	   55.83	   0.982	  >	  0.05	  (No)	  	   Accept	  HO/Reject	  H1	  Nationality	  influences	  EOC	   42.299	   0.705	  >	  0.05	  (No)	  	   Accept	  HO/Reject	  H1	  
Figure	  10:	  Results	  Chi-­Square	  Test	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4.2.4	  Independent	  t-­‐test	  	  The	   two-­‐independent	   sample	   t-­‐test	   is	   used	   to	   test	   the	   hypotheses	   concerning	   the	   difference	  between	  two	  population	  means.	  Paragraph	  3.6	  explained	  as	  to	  why	  the	  two-­‐independent	  sample	  t-­‐test	   is	  a	  suitable	  test	   for	  this	  research.	   In	  regards	  to	  EOC	  there	   is	  a	  significant	  difference	  between	  the	  subgroups	  as	  to	  whether	  to	  show	  escalating	  behavior	  yes	  or	  no.	  However,	  there	  is	  no	  significant	  difference	  as	  to	  how	  they	  explain	  their	  EOC	  behavior.	  There	   is	  no	  significant	  difference	  as	  to	  how	  the	  subgroups	  deal	  with	  loss	  aversion	  and	  dividend	  decisions;	  HO	  is	  accepted.	  See	  figure	  11	  below.	  	  
Part	   Significance	  –	  Levene’s	  test	  	   HO	  Accept	  or	  Reject	  	  Part	  1	  –	  Subpopulations	  Blank	  Radar	  Plane	   0.00	  <	  0.05	  	   Reject	  HO	  Part	  1	  –	  Subpopulations	  Printing	  Press	   0.03	  <	  0.05	  	   Reject	  HO	  	  Part	  1	  –	  Subpopulations	  feelings	  about	  EOC	  	   0.441;	  0.473;	  0.594	  >	  0.05	  	   Accept	  HO	  	  Part	  2	  –	  Subpopulation	  loss	  aversion	  	   0.615	  >	  0.05	  	   Accept	  HO	  	  Part	  3	  –	  Subpopulation	  dividend	  decision	  	   0.764	  >	  0.05	  	   Accept	  HO	  	  
Figure	  11:	  Results	  independent	  t-­test	  
4.3	  Statistical	  restrictions	  	  The	  statistical	  restrictions	  of	  this	  research	  are	  as	  follows:	  	  1.	   Not	   one	   participant	   acted	   100%	   rational.	   The	   second	   largest	   subpopulation	   consisted	   of	  participants	  who	  were	  50%	  rational	  and	  50%	  irrational;	  they	  have	  joined	  in	  as	  group	  5	  under	  the	  relative	   more	   rational	   group.	   The	   restriction	   entails	   that	   the	   gap	   research	   between	   extremely	  rational	  and	  irrational	  is	  reduced,	  thereby	  softening	  any	  conclusions	  found.	  	  2.	  Cronbach’s	  alpha	  was	  too	  low	  (alpha	  <	  0.5)	  for	  all	  constructs	  (EOC	  =	  0.099,	  loss	  aversion	  =	  0.138	  and	  dividend	  decisions	  =	  0.34).	  	  3.	  4	  out	  of	  the	  5	  correlation	  relationships	  were	  non-­‐linear,	  which	  is	  a	  validation	  of	  one	  of	  the	  correlation	  assumptions.	  The	  spearman’s	  rank	  correlation	  coefficient	  can	  be	  used	  as	  a	  non-­‐parametric	  test	  (Privitera,	  2012).	  	  4.	  Chi-­‐square	  assumption	  not	  met	  for	  nationality	  versus	  EOC.	  
5.	  Conclusion,	  Discussion	  and	  Recommendation	  	  In	  this	  chapter	  the	  conclusions,	  discussion	  and	  recommendations	  for	  this	  research	  will	  be	  presented.	  	  
5.1	  Conclusion	  	  
5.1.1	  Answering	  the	  empirical	  problem	  statement	  	  The	  aim	  of	  the	  experiment	  has	  been	  to	  answer	  the	  following	  final	  sub-­‐question:	  	  	  
Can	  empirical	  proof	  be	  found	  in	  regards	  to	  the	  relation	  loss	  aversion,	  escalating	  commitment,	  the	  free	  
cashflow	  model	  and	  dividend	  payout	  policies?	  	  	  The	  most	   important	   conclusion	   in	   regards	   to	   the	  problem	  statement	   is	   that	  no	   relation	  has	  been	  found	  between	  loss	  aversion	  and	  escalating	  commitment.	  It	  could	  be	  that	  other	  factors	  besides	  loss	  aversion	  are	  stronger	  cause	  for	  EOC	  than	  loss	  aversion.	  Also,	   the	  quantity	  of	  questions	  relating	  to	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loss	  aversion	  could	  be	  increased	  to	  examine	  if	  a	  relationship	  between	  loss	  aversion	  and	  EOC	  than	  does	   occur.	   However	   a	   positive	   relationship	   has	   been	   found	   between	   EOC	   and	   dividend	   payout	  policy,	   which	   is	   against	   the	   predictions	   of	   the	   free	   cashflow	   model	   that	   indicate	   a	   negative	  relationship.	  This	  could	  be	  explained	  by	  stating	  that	  people	  who	  are	  willing	  to	  take	  risks	  in	  regards	  to	   spending	   money	   on	   investments	   may	   also	   very	   well	   be	   tempted	   to	   take	   risks	   and	   spend	  additional	   money	   on	   dividend	   payouts.	   A	   majority	   of	   the	   participants	   indicated	   that	   dividends	  provide	  a	  positive	   signal,	  most	  participants	  do	  believe	   investment	  decisions	   should	  be	  made	   first	  though.	  If	  investment	  decisions	  are	  the	  priority	  according	  to	  the	  free	  cashflow	  model	  there	  will	  be	  less	  cash	  available	   for	  dividend	  payments,	   resulting	   in	  a	  negative	  relationship	  between	  escalating	  commitment	   towards	   investments	   and	   dividend	   payments.	   However,	   this	   experiment	   seems	   to	  indicate	   that	   the	   likelihood	   of	   escalating	   in	   dividends	   while	   you	   already	   have	   escalating	  commitment	  behavior	  in	  investments	  is	  strong	  and	  positively	  related.	  Interestingly,	  no	  participants	  acted	  completely	  rational	   in	  relation	  to	   the	  main	  measured	  variables.	  This	  experiment	  has	  shown	  that	   EOC	   is	   a	   common	   occurrence	   among	   participants	   as	   similar	   results	   have	   been	   gathered	  compared	   to	   Arkes	   and	  Blumer.	   Yet,	   there	   is	   no	   significant	   difference	   between	   the	   subgroups	   as	  how	  they	  explain	  their	  EOC	  behavior,	  how	  they	  determine	  their	  dividend	  decisions	  and	  their	  level	  of	  loss	  aversion.	  	  
5.1.2	  Conclusion	  sub	  research	  questions	  	  	  The	  sub	  research	  questions,	  include:	  	  
1.	  What	  literature	  is	  known	  in	  regards	  to	  escalating	  commitment	  within	  behavioral	  finance?	  EOC	  is	  part	  of	  behavioral	  finance	  and	  is	  a	  decision	  based	  on	  emotional	  energy,	  which	  causes	  people	  to	  depart	  from	  the	  rational	  utility	  maximization	  model.	  For	  example,	  if	  the	  performance	  of	  a	  project	  is	   poor	   and	   the	  manager	   still	   decides	   to	   spend	  a	   substantial	   amount	  of	   time	  and	  money	   towards	  trying	  to	  make	  the	  project	  a	  success,	  EOC	  has	  occurred.	  	  
2.	  How	  is	  loss	  aversion	  defined	  and	  how	  is	  loss	  aversion	  related	  to	  escalating	  commitment?	  	  Loss	  Aversion	  is	  an	  element	  of	  the	  prospect	  theory,	  which	  states	  that	  losses	  are	  avoided	  because	  the	  pain	  of	  a	  loss	  weighs	  more	  than	  the	  happiness	  of	  a	  gain.	  To	  avoid	  a	  potential	  loss	  a	  manager	  could	  demonstrate	   risking	   seeking	   behavior	   by	   continuing	   the	   project	   leading	   to	   EOC.	   The	   prospect	  theory	   uses	   sunk	   costs	   to	   frame	   decisions.	   Sunk	   costs	   can	   be	   seen	   as	   sure	   losses.	   The	   desire	   to	  recover	  sunk	  costs	  increases	  EOC	  and	  risk	  seeking	  behavior.	  	  
3.	  In	  relation	  to	  escalating	  commitment	  how	  is	  loss	  aversion	  measured?	  Loss	  aversion	  is	  measured	  through	  negative	  feedback.	  Initial	  negative	  feedback	  increases	  EOC.	  Yet,	  repeated	  negative	  feedback	  decreases	  EOC.	  It	  seems	  that	  the	  circumstances	  related	  to	  the	  repeated	  negative	  feedback	  influences	  whether	  EOC	  increases	  or	  decreases.	  So	  the	  quality	  of	  how	  feedback	  is	  given	  outweighs	  the	  quantity	  of	  feedback	  given.	  	  
4.	  How	  can	  the	  free	  cashflow	  (FCF)	  model	  be	  defined?	  The	  free	  cashflow	  (FCF)	  model	  states	  that	  lower	  dividends	  will	  lead	  to	  higher	  cashflow,	  thus	  higher	  investments	  hopefully	   leading	  to	  increased	  capital	  gain	  to	  offset	  dividend	  payment.	  Yet,	  managers	  are	  reluctant	  to	  cut	  dividends	  even	  in	  financial	  distress	  to	  increase	  cashflow,	  because	  dividends	  are	  sticky	  and	  managers	  do	  not	  want	  to	  make	  dividend	  changes	  that	  need	  to	  be	  readjusted	  in	  the	  future.	  	  5.	  Can	  theoretical	  proof	  be	  found	  in	  regards	  to	  the	  relation	  loss	  aversion,	  escalating	  commitment,	  the	  
free	  cashflow	  model	  and	  dividend	  payout	  policies?	  	  Theoretical	  proof	  has	  been	  found.	  Loss	  aversion	  is	  dependent	  upon	  how	  a	  situation	  is	  framed	  and	  this	   is	   influenced	   by	   negative	   feedback.	   Negative	   feedback	   will	   weigh	   twice	   as	   powerful	   than	  positive	  feedback	  of	  the	  same	  volume	  and	  negative	  feedback	  increases	  loss	  aversion.	  The	  desire	  to	  recover	  sunk	  costs	   increases	  EOC	  and	  risk	  seeking	  behavior.	  When	  negative	   feedback	   is	  received,	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thus	   feedback	   is	   framed	   as	   a	   loss,	   the	   tendency	   to	   choose	   a	   risky	   alternative	   as	   opposed	   to	   the	  rational	   calculated	   probability	   occurs.	   By	   choosing	   the	   risky	   investment	   (the	   higher	   investment)	  sunk	  costs	  are	  postponed.	  Loss	  aversion	  related	  to	  irrational	  managers	  can	  lead	  to	  lower	  discount	  rates	   (lower	   IRR)	   to	   value	   cashflows,	  which	  will	   lead	   to	   a	  higher	  net	  present	   value	   (NPV),	  which	  leads	   to	  higher	   investments	  &	  higher	  debt	  &	  consequently	   lower	  dividend	  payouts	  as	  opposed	   to	  rational	  managers.	  	  
6.	  Can	  empirical	  proof	  be	   found	   in	  regards	   to	   the	  relation	   loss	  aversion,	  escalating	  commitment,	   the	  
free	  cashflow	  model	  and	  dividend	  payout	  policies?	  	  Empirical	   proof	   has	   partially	   been	   found.	   There	   was	   no	   significant	   correlation	   between	   loss	  aversion	   and	   EOC.	   However,	   a	   positive	   correlation	   has	   been	   found	   between	   EOC	   and	   dividend	  payout,	   which	   is	   against	   the	   expectancy	   of	   the	   free	   cashflow	   model,	   which	   predicts	   a	   negative	  relationship	  between	  EOC	  and	  dividend	  payouts.	  	  
5.2	  Discussion	  	  
5.2.1	  Reliability	  and	  Validity	  	  Construct	  validity	  was	  just	  acceptable,	  because	  according	  to	  the	  factor	  analysis	  the	  research	  has	  a	  sampling	   adequacy	   greater	   than	   the	   acceptable	   level	   of	   0.50,	   namely	   0.561	   for	   EOC,	   0.593	   for	  dividends	   and	   0.50	   for	   loss	   aversion	   (see	   paragraph	   4.1.4).	   However,	   the	   Cronbach’s	   alpha	   (the	  reliability	   factor	   was	   definitely	   too	   low.	   The	   main	   reason	   suspected	   for	   this	   is	   that	   multiple	  constructs	  were	  being	  studied.	  To	  increase	  the	  Cronbach’s	  alpha	  more	  items	  per	  construct	  need	  to	  be	  measured.	   For	   example,	  more	   questions	   in	   regards	   to	   EOC,	  more	   questions	   in	   regards	   to	   loss	  aversion	  and	  more	  questions	  in	  regards	  to	  dividend.	  The	  only	  issue	  with	  this	  is	  that	  the	  experiment	  may	  become	   too	   long	   and	   response	   rate	   could	   consequently	  be	   reduced.	  Another	  way	   to	   try	   and	  increase	  the	  reliability	  factor	  is	  to	  increase	  the	  amount	  of	  participants	  for	  this	  existing	  experiment.	  Unfortunately,	  due	  to	  the	  low	  Cronbach’s	  alpha	  there	  could	  very	  well	  be	  a	  difference	  between	  the	  true	  scores	  and	  the	  scores	  observed	  within	  this	  research.	  In	  other	  words,	  some	  results	  could	  be	  due	  to	  random	  guessing.	  	  
5.2.2	  Scientific	  Significance	  	  This	   research	   enhances	   the	   scientific	   literature	   by	   showing	   that	   a	   positive	   relationship	   has	   been	  found	   between	   EOC	   and	   dividend	   decisions.	   This	   is	   against	   the	   expectation	   of	   the	   free	   cashflow	  (FCF)	   model	   as	   the	   FCF	   model	   indicates	   a	   negative	   relationship	   between	   EOC	   and	   dividend	  decisions.	   To	   clarify	  whether	   there	   is	   a	   positive	   or	   negative	   relationship	   the	   free	   cashflow	   (FCF)	  model	   needs	   further	   research.	   A	   suggestion	   for	   future	   research	   would	   include	   requiring	  participants	   to	   make	   a	   clear	   choice	   between	   an	   investment	   increase/decrease	   preference	   or	   a	  dividend	  increase/decrease	  preference.	  By	  providing	  multiple	  specialized	  scenarios	  to	  participants	  the	   relationship	  between	   investments	  and	  dividends	   can	  be	  examined	   further.	  This	   research	  also	  strengthens	  the	  scientific	  contribution	  of	  Arkes	  and	  Blumer	  as	  similar	  results	  were	  found.	  	  
5.2.3	  Theory	  versus	  Practice	  	  The	   theory	   specifically	   states	   that	   escalating	  decisions	   in	   regards	   to	   investments	  will	   lead	   to	   less	  cashflow	  and	  less	  dividends.	  However,	  it	  has	  been	  found	  that	  EOC	  can	  lead	  to	  increased	  investments	  and	   increased	   dividends	   simultaneously.	   The	   reduced	   cashflow	   situation	   was	   not	   taken	   into	  consideration.	   Interestingly,	   in	   chapter	   2	   Ali	   (2012)	   had	   already	   indicated	   that	   managers	  sometimes	  increase	  dividends	  to	  cover	  for	  any	  failure	  in	  investments	  to	  keep	  shareholders	  satisfied.	  
	   39	  
As	   indicated	   in	   paragraph	   5.2.2	   the	   relationship	   between	   investments	   and	   dividends	   should	   be	  examined	  further	  to	  provide	  consensus.	  Also	  a	  suggestion	  for	  future	  research	  includes	  researching	  the	  causes	  for	  a	  positive	  or	  negative	  relationship	  between	  EOC	  and	  dividend	  payouts.	  
5.3	  Recommendations	  	  
5.3.1	  Practical	  implications	  	  Looking	  at	  the	  comments	  given	  within	  the	  experiment	  many	  participants	  found	  it	  difficult	  to	  make	  a	  decision	  for	  each	  question	  and	  quite	  a	  few	  commented	  that	  they	  needed	  more	  information	  to	  make	  a	  proper	  well-­‐weighed	  decision.	  This	  shows	  that	  the	  participants	  were	  divided	  as	  to	  what	  the	  ‘best’	  way	  to	  answer	  the	  questions	  would	  be.	  As	  discussed	  in	  paragraph	  3.4.4	  this	  research	  is	  focused	  on	  students	   as	   opposed	   to	   managers.	   It	   would	   be	   interesting	   to	   examine	   a	   case	   scenario	   where	   a	  manager	  actually	  is	  making	  an	  escalating	  commitment	  decision.	  In	  practice	  there	  may	  not	  always	  be	  time	   to	   work	   out	   every	   detail	   before	   making	   an	   informed	   correct	   decision.	   Interestingly,	   four	  participants	  indicated	  that	  context	  is	  everything	  and	  that	  they	  felt	  that	  they	  could	  easily	  be	  tempted	  in	   a	   different	   direction	   dependent	   on	   additional	   information	   provided.	   This	   confirms	   that	   the	  framing	   of	   decisions	   as	   indicated	   by	   the	   prospect	   theory	   influences	   people.	   One	   participant	  indicated	  that	  sometimes	  it	  is	  better	  to	  cut	  your	  losses	  even	  though	  it	  is	  very	  difficult.	  This	  indicates	  that	  people	  seem	  to	  be	  aware	  of	  the	  risk,	  yet	  people	  need	  to	  be	  educated	  further	  as	  how	  to	  deal	  with	  these	  situations	  to	  avoid	  making	  less	  than	  optimal	  decisions.	  	  
5.3.2	  Reflection	  on	  the	  use	  of	  an	  experiment	  	  It	  is	  interesting	  to	  analyze	  whether	  the	  results	  of	  this	  research	  would	  have	  been	  different	  if	  another	  research	   method	   as	   opposed	   to	   an	   experiment	   were	   used.	   For	   example,	   to	   study	   behavior	   a	  qualitative	   interview	   method	   could	   be	   useful	   in	   discovering	   new	   behavioral	   aspects	   that	   have	  previously	   not	   been	   noticed,	   however	   the	   disadvantage	   is	   that	   it	   becomes	   difficult	   to	   isolate	   the	  elements	   that	   you	   are	   researching.	   Everyone	   approached	   in	   this	   experiment	   has	   a	   business	  background,	   yet	   his	   or	   her	   degree	   name	   or	   level	   was	   not	   asked	   during	   the	   experiment.	   The	  participants	  were	  approached	  individually	  and	  were	  unpaid.	  By	  altering	  these	  elements	  you	  could	  possibly	   influence	   the	   atmosphere	   of	   your	   experiment.	   A	   combination	   of	  methods	   could	   be	   very	  useful.	  For	  example,	  a	   large	  survey	  can	  be	  completed	   independently	   for	  all	   three	  elements	  of	   this	  research,	  namely	  loss	  aversion,	  EOC	  and	  dividend	  behavior.	  Once	  the	  surveys	  have	  been	  completed	  an	  experiment	  can	  be	  done	  to	  analyze	  how	  these	  elements	  hold	  together.	  To	  zoom	  in	  even	  further	  an	  interview	  can	  be	  held	  asking	  participants	  for	  explanations	  of	  the	  results	  found	  in	  the	  surveys	  and	  experiments.	  Interviews	  would	  be	  very	  useful	  in	  discovering	  explanations	  for	  behavioral	  traits	  as	  it	  gives	  the	  researcher	  the	  opportunity	  to	  study	  emotional	  reactions.	  	  
5.3.3	  Opportunities	  for	  Future	  Research	  It	  has	  been	   found	   that	  EOC	  does	   strongly	  occur	  and	  people	  have	  an	  enormous	   tendency	   towards	  irrational	   behavior.	   There	   are	  many	   opportunities	   for	   future	   research.	   For	   example,	  what	   causes	  EOC	   can	   be	   examined	   in	   more	   depth.	   In	   chapter	   2	   it	   was	   indicated	   that	   managerial	   optimism,	  managerial	   overconfidence,	   self-­‐justification,	   illusion	   of	   control	   and	   personal	   responsibility	   are	  elements	  that	  have	  been	  known	  to	  influence	  EOC.	  One	  can	  focus	  on	  the	  psychological	  causes	  or	  one	  can	  focus	  on	  the	  psychological	  solutions	  for	  EOC.	  For	  example,	  Staw	  and	  Ross	  (1987)	  indicate	  that	  the	  consequences	  for	  a	  manager	  making	  an	  incorrect	  decision	  should	  be	  decreased.	  If	  a	  manager	  as	  a	  hunch	  that	  the	  investment	  decision	  is	  a	  failure,	  yet	  knows	  they	  will	  be	  punished	  for	  it	  the	  manager	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will	   stand	   a	   lot	   to	   lose	   by	   discontinuing	   the	   investment.	   By	   lowering	   the	   consequences	   for	   a	  manager	  in	  regards	  to	  a	  failing	  investment	  the	  desperate	  attempts	  to	  hold	  onto	  an	  investment	  will	  be	  reduced.	  Clear	  criteria	  should	  be	  established	  to	  avoid	  emotional	  decisions.	  Statman	  and	  Caldwell	  (1987)	   also	   state	   that	  managers	   should	   not	   be	   punished	   for	   expressing	   bad	   news.	   Instead,	   they	  should	   be	   rewarded	   in	   some	   non-­‐financial	  way,	   as	   the	  manager	  was	   brave	   enough	   to	   indicate	   a	  problem	  and	  be	   transparent.	  Debiasing	   is	   a	   great	   challenge,	   as	   even	  when	   individuals	   realize	   the	  errors	   in	   the	   behavior	   it	   does	   not	   necessarily	   mean	   that	   individuals	   are	   willing	   or	   capable	   of	  adapting	  (Shefrin,	  2007).	  Gino	  (2008)	  has	  found	  that	  decision	  makers	  are	  willing	  to	  pay	  for	  expert	  advice	  to	  reduce	  uncertainty	  and	  increase	  decision-­‐making	  quality.	  Managers	  are	  also	  prepared	  to	  search	  for	  extra	   information	  themselves	  before	  deciding	  upon	  their	   investment	  decisions.	  Yet,	   the	  information	   search	   itself	   could	   be	   biased.	   For	   example,	  managers	  may	   predominately	   search	   for	  information	   that	   supports	   reinvestment.	   People	   have	   the	   tendency	   to	   judge	   information	   that	  supports	  their	  opinion	  to	  be	  more	  accurate	  and	  more	  important	  than	  information	  conflicting	  with	  their	   opinion.	   A	   method	   to	   reduce	   EOC	   is	   for	   decision-­‐makers	   to	   consider	   the	   opposite	   during	  information	  evaluation	  (Schultze,	  2012).	  Graham,	  Harvey	  &	  Puri	   (2009)	  point	  out	   that	  measuring	  managerial	  attitudes	  in	  relation	  to	  feedback	  is	  extremely	  difficult	  (Toshio,	  2012).	  This	  indicates	  the	  need	  for	  further	  future	  research.	  Future	  research	  can	  look	  at	  the	  cause	  side	  of	  EOC	  or	  at	  the	  solution	  side	  of	  EOC.	  In	  addition,	  the	  following	  future	  research	  ideas	  can	  be	  taken	  into	  consideration:	  	  1.	   Research	   idea	   one:	   Project	   completion	   versus	   EOC.	   Project	   completion	   influences	   EOC.	   For	  example,	   if	   a	   project	   is	   80%	   complete	   the	   chances	   of	   EOC	   occurring	   after	   negative	   feedback	   is	  received	  will	  be	  higher	  than	  when	  a	  project	  is	  only	  20%	  complete.	  The	  more	  money	  that	  has	  been	  spent	   on	   a	   project	   the	   more	   tempting	   it	   will	   be	   for	   the	   manager	   to	   continue	   until	   it’s	   project’s	  completion.	   Further	   research	   is	   needed	   to	   discover	   at	  what	   point	   EOC	   begins	   to	   occur	   and	  why.	  Also,	  it	  would	  be	  useful	  to	  research	  whether	  the	  relationship	  between	  EOC	  and	  project	  completion	  is	  linear	  or	  for	  example	  exponential.	  2.	  Research	  idea	  two:	  Volume	  negative	  feedback	  versus	  EOC.	  Negative	  feedback	  does	  not	  necessarily	  prevent	  EOC.	  Initial	  negative	  feedback	  can	  even	  increase	  EOC.	  However,	  repeated	  negative	  feedback	  decreases	   EOC.	   The	   question	   remains	   how	   much	   repeated	   negative	   feedback	   is	   needed	   for	   a	  manager	  to	  discontinue?	  If	  the	  same	  negative	  feedback	  is	  given	  twice	  will	  EOC	  decline	  or	  does	  the	  same	  negative	  feedback	  need	  to	  be	  given	  6	  times	  before	  EOC	  will	  decline.	  For	  example,	  in	  the	  first	  EOC	  scenario	  question	  within	  our	  research	  showed	  a	  stronger	  EOC	  result	  than	  the	  second	  question.	  The	   strength	   of	   negative	   feedback	   given	   in	   the	   second	   EOC	   scenario	   question	   may	   have	   been	  stronger.	  Further	  research	  is	  needed	  to	  discover	  how	  much	  feedback	  is	  needed	  to	  prevent	  EOC.	  For	  example,	   if	   it	   is	   known	   that	   negative	   feedback	   needs	   to	   be	   given	   three	   times	   this	   could	   be	   very	  useful	  to	  organizations	  to	  prevent	  EOC	  from	  occurring.	  	  	  3.	  Research	   idea	   three:	   Loss	   aversion	   versus	   dividend	   payouts.	   Previous	   researchers	   have	   tried	   to	  discover	   the	   relation	   between	   loss	   aversion	   &	   dividend	   policies	   with	   regards	   to	   EOC.	   Yet,	   a	  consensus	   has	   not	   been	   reached.	   This	   research	   also	   could	   not	   distinguish	   a	   significant	   relation	  between	  the	  two	  variables.	  Deshmukh,	  Ben-­‐David	  and	  Harvey	  found	  that	  overconfident	  CEOs	  tend	  to	  have	  one-­‐sixth	   lower	  dividend	  projects	  compared	  to	  non-­‐overconfident	  CEOs.	  Can	  the	  same	  be	  said	   for	   loss	   aversion?	   There	   is	   controversy	   whether	   loss	   aversion	   indeed	   does	   lead	   to	   lower	  dividend	  payouts.	  For	  example	  Wu	  &	  Lia	  (2011)	  state	  that	  CEOs	  may	  expect	  higher	  cashflows	  from	  current	   investments,	   which	  will	   lead	   to	   higher	   dividend	   payouts.	   A	   consistent	   thread	  within	   the	  literature	  is	  that	  cashflow	  and	  dividend	  payouts	  are	  positively	  related	  (Deshmukh,	  2009).	  Ali	  states	  that	  when	  loss	  aversion	  is	  high	  for	  a	  manager	  he	  or	  she	  will	  be	  uncertain	  about	  the	  organization’s	  productive	   capacity	   to	   protect	   his	   or	   her	   uncertainty	   they	   choose	   to	   have	   a	   generous	   dividend	  policy	  to	  keep	  shareholder’s	  content	  (Ali,	  2012).	  Further,	  research	  is	  definitely	  needed	  to	  shed	  more	  light	  in	  regards	  to	  this	  subject.	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Appendix	  	  
A1.	  The	  Experiment	  	   	  
	  
Introduction	  	  	  
Thank	  you	  for	  participating!	  It	  is	  greatly	  appreciated!	  	  	  This	  experiment	  is	  related	  to	  my	  thesis	  for	  my	  MBA	  study	  majoring	  in	  Financial	  Behaviour.	  	  	  Your	  participation	  will	  be	  processed	  anonymously.	  	  	  
Goal:	  The	  experiment	  strives	  to	  measure	  the	  effect	  of	  behavioural	  accounting	  activities	  on	  reducing	  escalation	  of	  commitment	  in	  investment	  and	  dividend	  projects.	  This	  experiment	  is	  half	  a	  replication	  study	  as	   the	   first	  question	   is	   a	   replication	  of	  Arkes	  &	  Blumer’s	   research.	  However,	   the	  difference	  with	   Arkes	   &	   Blumer’s	   study	   is	   that	   this	   research	   is	   focused	   on	   dividend	   payout	   policies.	   This	  experiment	  contains	  14	  questions.	  	  	  
Time:	  This	  research	  will	  take	  circa	  5	  –	  10	  minutes.	  	  	  If	  you	  have	  any	  questions	  you	  can	  most	  certainly	  contact	  me.	  If	  you	  wish	  to	  receive	  the	  end	  product	  of	  my	  research	  please	  email	  me	  and	  I	  will	  send	  you	  a	  copy.	  	  	  Kind	  Regards,	  	  	  Stephany	  van	  der	  Werf	  	  email:	  swf900@gmail.com	  	  phone:	  0064	  (0)21	  02232197	  	  	  
Please	  read	  the	  instructions	  below	  before	  starting	  the	  experiment	  	  	  1.	   Please	   answer	   all	   questions	  honestly	   and	   consistent	  with	   how	   you	  would	   decide	   in	   ‘real	   life’.	  Please	   do	   not	   provide	   socially	   correct	   answers.	   	   There	   are	  no	   right	   or	  wrong	   answers.	  We	   are	  interested	  in	  your	  opinion.	  	  	  2.	  Please	  only	  give	  one	  answer	  per	  question.	  	  	  3.	   Please	   try	   to	  always	   answer	   the	   question	   even	   if	   you	   have	   doubts.	   	   If	   you	   are	   unsure	   please	  answer	   the	   question	   that	   is	   closest	   aligned	   with	   your	   opinion.	   Please	   complete	   the	   survey.	  Unfortunately,	  unfinished	  surveys	  cannot	  be	  used.	  	  	  4.	  If	  you	  wish	  to	  give	  an	  explanation	  for	  your	  answer	  you	  have	  the	  opportunity	  to	  do	  so	  at	  the	  end	  of	  the	  experiment.	  	  	  5.	  Data	  will	  be	  confidential	   and	  processed	  anonymously.	  You	  do	  not	  have	   to	   identify	  yourself	   if	  you	  do	  not	  wish	  to	  do	  so.	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6.	   Please	   answer	   all	   answers	   in	   the	   order	   provided	   and	   please	   do	   not	   go	   back	   to	   a	   previous	  question	  to	  review	  your	  answer.	  Remember	  there	  are	  no	  right	  or	  wrong	  answers	  and	  the	  research	  is	  interested	  in	  your	  first	  initial	  response.	  	  	  Generic	  Questions	  	  Q1.	  Are	  you	  female	  or	  male?	  	  	  -­‐	  Female	  	  -­‐	  Male	  	  	  
Explanation:	  This	  question	  is	  asked	  to	  discover	  the	  representativeness	  of	  the	  research	  population.	  The	  research	  wishes	  to	  discover	  if	  gender	  influences	  Behavioral	  Finance.	  This	  research	  question	  is	  based	  on	  Gijssen’s	  study.	  	  	  Q2.	  What	  is	  your	  age?	  	  	  -­‐	  15	  -­‐	  25	  	  -­‐	  26	  -­‐	  35	  	  -­‐	  36	  -­‐	  45	  	  -­‐	  46	  -­‐	  55	  -­‐	  56	  -­‐	  65	  	  -­‐	  66	  -­‐	  75	  	  	  
Explanation:	  This	  question	  is	  asked	  to	  discover	  the	  representativeness	  of	  the	  research	  population.	  The	   results	   are	   divided	   into	   defined	   research	   classes.	   The	   research	   wishes	   to	   discover	   if	   age	  influences	  Behavioral	  Finance.	  This	  research	  question	  is	  based	  on	  Gijssen’s	  study.	  	  	  Q3.	  What	  is	  your	  nationality?	  	  	  -­‐	  Dutch	  	  -­‐	  Australian	  	  -­‐	  New	  Zealand	  	  -­‐	  Other	  	  
Explanation:	  This	  question	  is	  asked	  to	  discover	  the	  representativeness	  of	  the	  research	  population.	  The	  research	  wishes	  to	  discover	  if	  nationality	  influences	  Behavioral	  Finance.	  This	  research	  question	  is	  based	  on	  Gijssen’s	  study.	  	  	  Scenario	  1	  	  	  As	   the	   president	   of	   an	   airline	   company,	   you	   have	   invested	   10	   million	   dollars	   of	   the	   company’s	  money	   into	   a	   research	   project.	   The	   goal	   of	   this	   project	   is	   to	   create	   plane	   ABC	   that	   cannot	   be	  detected	  by	  the	  radar,	  a	  blank-­‐radar	  plane.	  When	  the	  project	  is	  90%	  completed,	  another	  firms	  begin	  marketing	  plane	  XYZ	  that	  cannot	  be	  detected	  by	  radar.	  Also,	  it	  is	  apparent	  that	  plane	  XYZ	  is	  much	  faster	  and	  more	  economical	  than	  plane	  ABC.	  	  	  Q1.1:	  Should	  you	  invest	  the	  last	  10%	  of	  the	  research	  funds	  to	  finish	  your	  blank-­‐rader	  plane?	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  -­‐	  Yes	  or	  No	  	  	  
Explanation:	  	  	  This	   research	  question	   is	  based	  on	  Arkes	  &	  Blumer’s	  study.	   It	  aims	   to	  demonstrate	   the	  sunk	  cost	  effect.	  The	  sunk	  cost	  effect	  is	  a	  major	  indicator	  within	  escalating	  commitment	  and	  loss	  aversion.	  As	  the	   literature	   study	   explains	   in	   its	   loss	   aversion	   chapter	   sunk	   costs	   are	   well	   described	   by	   the	  Prospect	   Theory	   (D.	   Kahneman	   &	   A	   Tversky,	   1979,	   Econometrica,	   47,	   63	   –	   291).	   This	   question	  assigns	   participants	   to	   a	   negatively	   framed	   condition.	   The	   decision	   to	   not	   complete	   the	   plane	  results	  in	  a	  certain	  loss,	  a	  sure	  loss.	  The	  prospect	  theory	  explains	  that	  people	  are	  particularly	  loss	  aversive,	  thus	  one	  would	  predict	  that	  the	  alternative,	  namely	  to	  invest	  the	  remaining	  10%	  would	  be	  more	  attractive.	  When	  the	  sunk	  cost	  dilemma	  is	  faced	  between	  a	  choice	  of	  a	  certain	  loss	  and	  a	  long	  shot,	  the	  certainty	  effect	  favors	  the	  latter	  option.	  	  	  Q	  1.2:	  The	  CFO	  is	  worried	  about	  the	  stock	  value	  of	  the	  airline	  company.	  He	  does	  not	  have	  faith	  in	  the	  ABC	  blank-­‐radar	  plane	  and	  believes	  stock	  value	  will	  decline	  due	  to	  failed	  earnings.	  In	  the	  past,	  some	  managers	  have	  increased	  their	  dividend	  payout	  policy	  to	  influence	  stock	  price	  valuation	  positively.	  The	  CFO	  suggests	  a	  dividend	  increase	  is	  needed	  to	  satisfy	  shareholders.	  However,	  the	  former	  CFO	  indicates	  that	  dividend	  payouts	  should	  be	  minimized	  so	  cashflow	  can	  be	  spent	  on	  more	  investments	  that	  could	  lead	  to	  a	  stock	  value	  appreciation	  if	  a	  success.	  	  	  Should	  you	  spend	  the	  available	  cashflow	  on	  a	  dividend	  increase	  for	  shareholders?	  	  	  -­‐	  Yes	  or	  No	  	  
Explanation:	  	  	  Dividend	   payout	   policy	   is	   an	   active	   decision	   variable	   made	   by	   chief	   executive	   officer	   &	   chief	  financial	  officer	   (Frankfurter,	  2002).	  This	  question	  shows	   the	  collaboration	  between	   the	  CEO	  and	  the	   CFO.	   Some	   managers	   will	   maximize	   their	   dividend	   payout	   policy	   (increase	   dividends)	   to	  influence	  stock	  price	  valuation.	  Watts	  (1973)	  indicates	  that	  dividend	  issuance	  increases	  share	  value	  and	  dividends	  cuts	   lead	   to	  share	  value	  decline	   (Aivazian,	  2002).	  Others	  disagree,	   for	  example	   the	  MM	  framework	  indicates	  dividend	  issuance	  does	  not	  influence	  stock	  value.	  This	  research	  question	  has	  been	  self-­‐created	  based	  on	  the	  free	  cashflow	  model.	  The	  free	  cashflow	  hypothesis	  explains	  that	  the	  funds	  remaining	  after	  financing	  all	  positive	  net	  present	  value	  projects	  causes	  conflicts	  between	  managers	   and	   shareholders.	   In	   this	   case	   there	   is	   not	   a	   lot	   of	   cashflow	   available	   to	   invest	   in	  dividends,	   therefore	   it	   will	   be	   interesting	   to	   see	   how	   participants	   react.	   Plus,	   an	   increased	   in	  dividend	  leads	  to	  a	  reduction	  in	  cash	  available	  for	  investments	  (Bhattacharyya,	  2007).	  	  Scenario	  2	  	  As	   the	   owner	   of	   a	   printing	   company,	   you	  must	   choose	  whether	   to	  modernize	   your	   operation	   by	  spending	  $200,000	  on	  a	  new	  printing	  press	  or	  on	  a	  fleet	  of	  new	  delivery	  trucks.	  You	  choose	  to	  buy	  the	  press,	  which	  works	  twice	  as	  fast	  as	  your	  old	  press	  at	  about	  the	  same	  cost	  as	  the	  old	  press.	  One	  week	  after	  your	  purchase	  of	   the	  new	  press,	  one	  of	  your	   competitors	  goes	  bankrupt.	  To	  get	   some	  cash	  in	  a	  hurry,	  he	  offers	  to	  sell	  you	  his	  computerized	  printing	  press	  for	  $10,000.	  This	  press	  works	  50%	  faster	   than	  your	  new	  press	  at	  about	  one-­‐half	   the	  cost.	  You	  know	  you	  will	  not	  be	  able	   to	  sell	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your	   new	   press	   to	   raise	   this	  money,	   since	   it	  was	   built	   specifically	   for	   your	   needs	   and	   cannot	   be	  modified.	  However,	  you	  do	  have	  $10,000	  in	  savings.	  	  	  Q1:	  Should	  you	  buy	  the	  computerized	  press	  from	  your	  bankrupt	  competitor	  for	  $10,000?	  	  -­‐	  Yes	  or	  No	  	  	  	  
Explanation:	  In	  Arkes	  and	  Blumer’s	  study	  the	  level	  of	  observed	  escalating	  commitment	  was	  much	  higher	  with	  the	  airplane	  question	  than	  with	  the	  printing	  company	  question.	  This	  research	  expects	  that	   a	   strong	   level	   of	   escalating	   commitment	  will	   occur	  within	   the	   first	   scenario	   yet,	   the	   level	   of	  escalating	   commitment	   to	  be	   lower	   for	   the	   second	  scenario.	  Thus,	   the	   second	  scenario	   is	  used	   to	  measure	  the	  extent	  of	  ones	  escalating	  commitment.	  When	  participants	  answer	  the	  above	  question	  with	   the	   answer	   ‘yes’	   one	   can	   conclude	   EOC	   has	   occurred,	   because	   even	   though	   the	   participant	  already	  has	  a	  good	  new	  press,	  they	  still	  decide	  to	  invest	  in	  the	  press	  from	  the	  bankrupt	  competitors,	  which	  rationally	  isn’t	  the	  optimal	  decision.	  Compared	  to	  scenario	  1	  the	  EOC	  aspect	  is	  more	  hidden.	  	  	  Scenario	  3	  	  	  Please	  indicate,	  which	  decision	  you	  would	  prefer.	  	  	  Q1:	  Which	  do	  you	  choose?	  	  	  Lose	  $900	  for	  sure	  or	  90%	  chance	  to	  lose	  $1,000	  	  
Explanation:	  Most	  people	  tend	  to	  gamble	  in	  this	  situation.	  When	  the	  options	  are	  bad,	  people	  tend	  to	   be	   risk	   seeking	   and	   loss	   aversion	   occurs.	   This	   scenario	   tests	   whether	   escalating	   committed	  participants	  also	  have	  loss	  aversive	  behavior.	  This	  question	  has	  been	  used	  from	  Kahneman’s	  study.	  	  
	  Scenario	  4:	  	  	  In	  addition	  to	  whatever	  you	  own,	  you	  have	  been	  given	  $2,000.	  	  	  Q1:	  You	  are	  now	  asked	  to	  choose	  one	  of	  these	  options:	  	  	  50%	  chance	  to	  lose	  $1,000	  or	  lose	  $500	  for	  sure	  	  
Explanation:	  This	  is	  an	  additional	  scenario	  used	  to	  examine	  loss	  aversion.	  It	  is	  expected	  that	  a	  large	  majority	  will	  prefer	  the	  gamble.	  Yet,	  then	  again	  maybe	  if	  participants	  have	  already	  gambled	  in	  the	  third	  scenario	  they	  may	  not	  wish	  to	  do	  so	  again	  in	  the	  fourth	  one.	   	  This	  research	  question	  is	  used	  from	  Bernoulli’s	  theory.	  	  	  How	  far	  do	  agree	  with	  the	  statements	  below	  (Likert	  scale	  from	  0	  to	  7):	  	  	  	  
Explanation:	  As	  discussed	  within	  the	  methodology	  chapter	  the	  Likert	  scale	  is	  a	  popular	  tool	  used	  to	  measure	  attitude	  (Oppenheim,	  1992).	  Note	  there	  is	  a	  difference	  between	  attitude	  and	  behaviour	  as	   attitude	   is	   a	   predisposition	   to	   act,	   which	   can	   potentially,	   but	   not	   necessarily	   lead	   to	   actually	  behaviour.	  However,	  people	  are	  expected	  to	  align	  their	  behaviour	  with	  their	  attitudes	  and	  beliefs,	  otherwise	  internal	  tension	  or	  dissonance	  would	  occur	  (Baker,	  2003).	  De	  Coster	  explains	  that	  Likert	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scales	  with	  seven	  response	  options	  are	  more	  reliable	  than	  equivalent	   items	  with	  greater	  or	  fewer	  options	  (De	  Coster,	  2000).	  This	  is	  why	  the	  seven-­‐scale	  option	  has	  been	  chosen	  for	  this	  research.	  	  	  L.1	   Dividend	   decisions	   should	   be	   made	   after	   investment	   plans	   are	   determined	   (Frankfurter	   &	  Kosedag)	  	  	  
Explanation:	  This	  question	  is	  asked	  to	  figure	  out	  whether	  cashflow	  should	  be	  used	  as	  a	  priority	  for	  investment	  or	  for	  dividends	  first.	  This	  trade	  off	  will	   influence	  the	  free	  cashflow	  model.	  If	  dividend	  decisions	  are	  after	  investment	  plans	  dividend	  payout	  payments	  will	  be	  lower,	  see	  literature	  review	  for	  details.	  	  
	  L.2	  Shareholders	  like	  to	  receive	  a	  regular	  dividend	  (Frankfurter	  &	  Kosedag)	  	  	  
Explanation:	  Linter	  (1956)	  explains	  that	  dividends	  are	  sticky.	  Organizations	  that	  pay	  dividends	  or	  repurchase	  shares	  in	  year	  one	  are	  more	  likely	  to	  do	  so	  again	  in	  year	  two	  (von	  Eije,	  2008).	  Firms	  are	  expected	   to	   adjust	   their	   dividend	   policy	   to	   their	   environment,	   such	   as	   industry	   conventions	   and	  firm	   history.	   Yet,	   stable	   dividend	   payout	   policies	   will	   prevent	   managers	   from	   reacting	   to	   their	  environment.	  This	  question	  aims	  to	  figure	  out	  whether	  the	  participants	  believe	  shareholders	  like	  to	  receive	  a	  regular	  dividend.	  	  
	  L.3	  Money	  talks!	  The	  more	  cash	  dividends	  we	  pay	  the	  more	  investors	  believe	  that	  we	  are	  doing	  well	  (Frankfurter	  &	  Kosedag)	  	  	  
Explanation:	   Once	   a	   firm	   starts	   to	   pay	   dividends,	   the	   practice	   must	   continue.	   Otherwise,	  stockholders	  assume	  the	  firm	  is	  doing	  badly.	  30%	  of	  the	  managers	  believe	  a	  stock	  is	  less	  risky	  when	  dividends	   are	   paid	   as	   opposed	   to	   plowing	   back	   earnings.	   	   Paying	   a	   cash	   dividend	   is	   necessary	  because	  stockholders	  expect	   it.	  An	   increase	   in	  cash	  dividends	   is	  a	  sign	  that	  the	  firm	  is	  doing	  well.	  This	  is	  called	  the	  signaling	  effect	  (Frankfurter	  &	  Kosedag,	  2002).	  	  
	  L.4	  Once	  I	  make	  an	  investment	  decision	  I	  stick	  to	  it	  (van	  den	  Berg)	  	  	  
Explanation:	  Persistence	   and	   determination	   in	   regards	   to	   an	   investment	  will	   potentially	   lead	   to	  future	  risk	  of	  capital,	  however	  there	  is	  still	  a	  chance	  it	  can	  eventually	  bring	  about	  gain.	  This	  is	  why	  managers	  find	  it	  difficult	  to	  give	  up	  on	  a	  committed	  course	  of	  action.	  Individuals	  that	  have	  a	  higher	  commitment	   towards	   certain	   standards	   will	   be	   more	   likely	   to	   enforce	   these	   standards	   (Kiesler,	  1971;	  Salnancik,	  1977,	  Staw,	  1982).	  	  
	  L.5	  Once	  I	  receive	  additional	  negative	  information	  about	  an	  investment	  project,	  for	  example	  losses	  have	  occurred	  I	  will	  reconsider	  my	  earlier	  decision	  (van	  den	  Berg)	  	  
Explanation:	   Within	   this	   experiment	   the	   participants	   have	   received	   negative	   feedback.	   The	  research	   also	  wants	   to	   find	   out	   how	   participants	   perceive	   the	   feedback,	   especially	   in	   regards	   to	  escalating	  commitment.	  Wortman	  and	  Brehm	  (1975)	  explain	  that	  when	  the	  importance	  of	  feedback	  is	  higher	  the	  chance	  of	  persistence	  is	  increased.	  They	  also	  explain	  that	  initial	  negative	  feedback	  will	  lead	  to	  escalation	  of	  commitment.	  However,	  if	  repeated	  negative	  feedback	  is	  received	  managers	  do	  tend	  to	  pull	  the	  plug,	  especially	  when	  a	  manager	  identifies	  him-­‐	  or	  herself	  with	  the	  outcomes.	  	  This	  last	  argument	  is	  explored	  through	  question	  5.	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L.6	  I	  regarded	  a	  premature	  project	  terminates	  as	  a	  waste	  of	  the	  prior	  invested	  resources	  	  (Mahlendorf)	  	  	  
Explanation:	   The	   more	   that	   is	   invested	   the	   less	   willing	   the	   decision-­‐maker	   will	   be	   to	   give	   up	  (Brockner,	  1992).	  Brockner	  and	  Rubin	  (1985)	  show	  that	  people	  will	  spend	  a	  substantial	  amount	  of	  time	  and	  money	   to	  achieve	  an	  elusive	  goal.	  Arkes	  and	  Blumer	  (1985)	  show	  that	   the	  more	  money	  that	  has	  been	  spent	  on	  a	  project	  the	  more	  tempting	  it	  will	  be	  for	  the	  manager	  to	  continue	  until	  its	  project’s	  completion.	  	  	  The	  six	  research	  questions	  above	  are	  based	  on	  Frankfurter,	  Kosedag,	  Mahlendorf	  and	  van	  den	  Berg	  research	  papers.	  	  	  We	  would	  love	  to	  hear	  your	  opinion.	  Please	  note	  additional	  remarks	  here.	  If	  you	  had	  trouble	  answering	  a	  certain	  question,	  please	  explain	  here:	  	  	  	  Thank	  you	  very	  much	  for	  your	  participation.	  
A2.	  Analysis	  Scheme	  	  
A2.1	  Matching	  Questions	  to	  Hypotheses	  	  In	   the	   table	   below	   it	   can	   be	   found	   how	   the	   variables	   in	   the	   experiment	   and	   the	   hypotheses	   are	  related.	   It	   is	   shown	   which	   questions	   are	   used	   for	   which	   hypotheses.	   Referring	   to	   chapter	   3	   the	  different	  hypotheses	  are	  divided	  into	  3	  parts.	  Part	  1	  relating	  to	  EOC,	  part	  2	  relating	  to	  loss	  aversion	  and	  part	  3	  relating	  to	  dividends.	  	  	  
Question	   Variable	   Hypothesis	  	  Q1	   Gender	   Generic	  Q2	   Age	   Generic	  Q3	   Nationality	   Generic	  S1	  Q1.1	   EOC	  	   Part	  1	  S2	  Q1.2	   Dividend	   Part	  3	  S2	  Q1	   EOC	  	   Part	  1	  S3	  Q1	   Loss	  Aversion	  	   Part	  2	  S4	  Q1	   Loss	  Aversion	  	   Part	  2	  	  L1	   Dividend	  	   Part	  3	  L2	   Dividend	   Part	  3	  L3	   Dividend	  	   Part	  3	  L4	   EOC	  	   Part	  1	  L5	   EOC	  	   Part	  1	  L6	  	   EOC	  	   Part	  1	  	  
Figure	  12:	  Matching	  Questions	  to	  Hypotheses	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A2.2	  Variables	  	  Before	  we	  start	  are	  analysis	  it	  is	  important	  to	  understand	  our	  variables	  measured	  and	  what	  elements	  these	  variables	  have.	  For	  example,	  it’s	  measurement	  level	  and	  whether	  it	  is	  a	  dependent	  or	  independent	  variable	  and	  whether	  it	  is	  a	  continuous	  or	  discreet	  variable.	  	  
 
 
Variable	  	   Measurement	  
Level	  	  
Dependent	  
versus	  
Independent	  	  
Continuous	  or	  
discreet	  	  
Test	  used	  	  
Sex	   Nominal	   Independent	  	   Discreet	   Chi-­‐test	  	  Age	   Ratio	   Independent	  	   Discreet	  	   T-­‐test	  	  Nationality	  	   Nominal	  	   Independent	  	   Discreet	  	   Chi-­‐test	  	  Escalating	  Commitment	  (x5)	   Interval	  (except	  scenario	  based	  questions);	  scenario	  based	  questions	  ratio	  
Dependent	  &	  Independent	  	   Continuous	   T-­‐test	  	  
Dividend	  Decisions	  (x5)	  	   Interval	  (except	  question	  4);	  question	  4	  is	  ratio	  	   Dependent	  	   Continuous	  	   T-­‐test	  	  Loss	  Aversion	  (x2)	  	   Ratio	  	   Independent	  	   Continuous	  	   T-­‐test	  	  
Figure	  13:	  Overview	  of	  variables	  
	  
A2.3	  First	  steps	  
	  
Step	  1:	  Cronbach’s	  alpha	  
	  Cronbach’s	   alpha	   is	   used	   to	  measure	   reliability.	  An	   alpha	  >0.8	   is	   considered	   reliable,	  whereas	   an	  alpha	  <0.5	  is	  considered	  unreliable.	  	  
	  	  
Step	  2:	  Testing	  for	  independence	  between	  subpopulation	  1	  &	  3	  and	  2	  &	  4	  
	  One	  of	  the	  goals	  of	  this	  research	  is	  to	  determine	  whether	  the	  separate	  subpopulations	  have	  similar	  or	  dissimilar	  behavior	  to	  do	  so	  we	  must	  make	  sure	  the	  subpopulations	  are	  independent.	  To	  test	  for	  independence	   the	   chi	   square	   test	   can	   be	   used.	   It	   is	   used	   to	   determine	   whether	   the	   frequency	  observed	  is	  equal	  to	  the	  frequency	  expected.	  The	  expected	  frequency	  is	  determined	  by	  using	  Arkes	  and	  Blumer’s	  study.	  	  
	  
Step	  3:	  Factor	  analysis	  –	  Likert	  scale.	  Testing	  construct	  validity!	  
	  	  Likert	   scale	   is	  ordinal	   level.	  The	   frequent	  way	   for	  examining	  construct	  validity	   for	   likert	   scales	   is	  factor	  analysis.	  	  
	  
Step	  4:	  Descriptive	  statistics	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  Descriptive	   statistics	   are	   used	   to	   gain	   a	   summarized	   understanding	   about	   the	   distribution	   of	  continuous	  variables.	  Descriptive	  statistics	  that	  will	  be	  examined	  include:	  the	  mean,	  sum,	  standard	  deviation,	  variance,	  range,	  minimum,	  maximum,	  kurtosis	  and	  skewness.	  Once	  these	  stats	  have	  been	  determined,	  histograms	  can	  be	  displayed	  to	  present	  the	  results.	  	  	  
Step	  5:	  Normal	  distribution	  yes	  or	  no…	  	  Using	   a	   Q-­‐Q	   Plot	  will	   determine	  whether	   the	   data	   consists	   of	   a	   normal	   distribution.	   If	   there	   is	   a	  normal	  distribution	  the	  independent	  t-­‐test	  will	  be	  used.	  If	  there	  isn’t	  a	  normal	  distribution	  the	  non-­‐parametric	  Mann-­‐Whitney	  test	  will	  be	  used.	  	  
A2.4	  Correlation	  	  	  Correlation	  analysis	  will	  be	  used	  to	  indicate	  the	  relationship	  between	  two	  random	  variables	  in	  this	  case	  between	  EOC	  &	   loss	  aversion	  and	  between	  EOC	  &	  dividend.	  Correlation	  analysis	  will	  also	  be	  used	  to	  study	  the	  relationship	  between	  S1	  Q1.1	  and	  S1	  Q1.2,	  namely	  how	  EOC	  &	  additional	  cashflow	  are	   related.	   The	   Pearson	   R	   coefficient	   will	   be	   used.	   This	   coefficient	   is	   used	   to	   measure	   linear	  relationships	  between	  two	  interval/ratio	  variables.	  	  
A2.5	  Independent	  t-­‐test	  To	   compare	   the	   two	   subpopulations	   the	   independent	   t-­‐test	   will	   be	   used.	   The	   following	   will	   be	  tested:	  	  	  Generic	  questions:	  	  	  1.	   Ho	  =	  There	  isn’t	  a	  significant	  coherence	  between	  the	  variables	  sex	  and	  EOC	  	  	   H1	  =	  There	  is	  a	  significant	  coherence	  between	  the	  variables	  sex	  and	  EOC	  	  	  2.	  	   Ho	  =	  There	  isn’t	  a	  significant	  coherence	  between	  the	  variables	  age	  and	  EOC	  	  	   H1	  =	  There	  is	  a	  significant	  coherence	  between	  the	  variables	  age	  and	  EOC	  	  	   	  3.	   Ho	  =	  There	  isn’t	  a	  significant	  coherence	  between	  the	  variables	  nationality	  and	  EOC	  	  	   H1	  =	  There	  is	  a	  significant	  coherence	  between	  the	  variables	  nationality	  and	  EOC	  	  	  
Explanation:	  	  The	  chi-­‐test	  will	  be	  used	  on	  generic	  questions	  1	  and	  3,	  because	  they	  fall	  within	  the	  nominal	  category.	  The	  aim	  of	  this	  test	  is	  to	  discover	  whether	  sex,	  age	  or	  nationality	  influences	  people	  as	  to	  how	  they	  deal	  with	  escalating	  commitment.	  	  	  Control	  group	  and	  research	  group	  not	  separated:	  	  3.	   Ho	  =	  There	  isn’t	  a	  significant	  coherence	  between	  the	  variables	  loss	  aversion	  and	  EOC	  	   H1	  =	  There	  is	  a	  significant	  coherence	  between	  the	  variables	  loss	  aversion	  and	  EOC	  	  	  4.	   Ho	  =	  There	  isn’t	  a	  significant	  coherence	  between	  the	  variables	  EOC	  and	  dividend	  decisions	  	  	   H1	  =	  There	  is	  a	  significant	  coherence	  between	  the	  variables	  EOC	  and	  dividend	  decisions	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  5.	   Ho	  =	  There	  isn’t	  a	  significant	  coherence	  between	  the	  variables	  loss	  aversion	  and	  dividend	  decisions	  	  	   H1	  =	  There	  is	  significant	  coherence	  between	  loss	  aversion	  and	  dividend	  decisions	  	  	  	   Explanation:	  The	  correlation	  test	  is	  used	  on	  the	  mentioned	  hypotheses	  above	  to	  examine	  whether	  loss	  aversion	  influences	  EOC,	  whether	  EOC	  influences	  dividend	  decisions	  and	  whether	  loss	  aversion	  influences	  dividend	  decisions.	  The	  difference	  between	  the	  control	  group	  and	  the	  research	  group	  will	  not	  be	  taken	  into	  consideration	  at	  this	  stage.	  	  	  Control	  group	  and	  research	  group	  separated:	  	  Part	  1:	  	  	  H0	  =	  There	  is	  no	  difference	  between	  subpopulation	  1	  &	  3	  and	  2	  &	  4	  in	  regards	  to	  their	  explanation	  for	  EOC	  behavior	  in	  regards	  to	  investment	  behavior	  	  	  H1	  =	  There	  is	  a	  significant	  difference	  between	  subpopulation	  1	  &	  3	  and	  2	  &	  4	  in	  regards	  to	  their	  explanation	  for	  EOC	  behavior	  in	  regards	  to	  investment	  behavior	  	  	  Part	  2:	  	  	  H0	  =	  Subpopulation	  1	  &	  3	  and	  2	  &	  4	  are	  not	   influenced	  by	   loss	  aversion	  when	  making	  escalating	  investment	  decisions	  	  	  H1	  =	  Subpopulation	  1	  &	  3	  are	  not	  influenced	  by	  loss	  aversion	  when	  making	  escalating	  investment	  decisions	  	  	  H2	   =	   Subpopulation	   2	   &	   4	   are	   influenced	   by	   loss	   aversion	   when	   making	   escalating	   investment	  decisions	  	  	  Part	  3:	  	  	  H0	  =	  There	  is	  no	  difference	  between	  subpopulation	  1	  &	  3	  and	  2	  &	  4	  as	  to	  how	  dividend	  payouts	  are	  assessed	  	  	  H1	  =	  Subpopulation	  1	  &	  3	  will	  assess	  dividend	  payouts	  as	  more	  valuable	  than	  subpopulation	  2	  &	  4	  according	  to	  the	  free	  cash	  flow	  model	  	  	  H2	  =	  Subpopulation	  2	  &	  4	  will	  assess	  dividend	  payouts	  as	  less	  valuable	  than	  subpopulation	  1	  &	  3	  according	  to	  the	  free	  cash	  flow	  model	  	  
Explanation:	  This	  is	  where	  the	  difference	  between	  the	  subpopulations	  is	  analyzed.	  The	  goal	  is	   to	   determine	  whether	   there	   is	   a	   difference	   in	   behavior	   between	   the	   subpopulations	   in	  their	  decision	  making	  regarding	  EOC,	  loss	  aversion	  and	  dividend	  decisions.	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A3.	  Results	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A4.	  Comments	  	  	  
Respondent	   Comments:	  	  2	   But	  gambling	  someone’s	  investment	  on	  a	  risky	  investment	  is	  a	  temptation	  to	  be	  ignored!	  	  5	   I	  didn’t	  quite	  understand	  question	  number	  5.	  	  22	   Not	  quite	  sure	  about	  my	  answers	  to	  9	  and	  10.	  	  32	   I	  need	  more	  information	  to	  answer	  question	  4.	  36	  	   These	  are	  very	  simplistic	  scenarios,	  which	  do	  not	  warrant	  simple	  answers.	  Context	  is	  everything.	  	  39	   Some	  questions	  were	  too	  long.	  40	   Question	  4,	  for	  me,	  is	  very	  much	  dependent	  on	  other	  factors.	  For	  example,	  does	  project	  ABC	  have	  other	  merits	  or	  advantages	  over	  XYZ	  that	  could	  be	  used	  as	  key	  in	  the	  marketing	  strategy?	  I	  chose	  to	  go	  ahead	  with	  completing	  the	  project	  based	  solely	  on	  the	  principle	  that	  the	  product	  could	  still	  be	  successful	  within	  the	  market	  if	  it\'s	  strengths	  were	  focused	  on	  in	  the	  advertising	  campaign	  rather	  than	  the	  two	  weaknesses	  against	  XYZ.	  	  41	   Regarding	  question	  12:	  before	  or	  after	  I	  spent	  the	  money? 	  42	   Regarding	  question	  11:	  You	  cannot	  fool	  people	  in	  general	  and	  you	  cannot	  fool	  investors	  either!!!	  	  53	   I	  make	  an	  investment	  decision	  after	  proper	  evaluation	  and	  let	  it	  run	  for	  a	  fair	  time.	  Always	  hard	  to	  cut	  sunk	  investment	  but	  often	  taking	  the	  loss	  and	  moving	  on	  is	  the	  right	  decision.	  	  55	   Regarding	  question	  4:	  There	  are	  always	  new	  technological	  developments.	  Regarding	  question	  5:	  The	  CFO	  needs	  to	  focus	  on	  keeping	  the	  shareholders	  satisfied	  long	  term	  not	  short	  term.	  Regarding	  question	  6:	  Back	  your	  previous	  investment	  decisions.	  	  56	  	   Difficult	  questions	  regarding	  dividend	  and	  shareholders.	  Because	  of	  insufficient	  knowledge	  from	  my	  side.	  	  	  57	   Questions	  are	  too	  long	  and	  complicated.	  	  63	   I	  don’t	  understand	  how	  the	  stock	  market	  works.	  	  69	   Regarding	  question	  5:	  This	  one	  is	  difficult.	  I	  think	  people	  need	  knowledge	  about	  accounting	  to	  understand	  this	  question	  if	  I	  have	  learned	  during	  my	  Uni	  course.	  	  77	   Regarding	  question	  14:	  Did	  not	  quite	  understand.	  	  80	  	   Regarding	  question	  7:	  This	  one	  thru	  me.	  	  88	   Regarding	  question	  6:	  I	  presume	  if	  I	  by	  the	  printing	  press	  I	  can	  buy	  their	  client	  base	  94	   Interesting	  questions,	  although	  the	  business	  questions	  are	  difficult	  to	  answer	  by	  lack	  of	  additional	  info.	  E.g.	  long	  term	  strategy,	  market	  situation	  etc.	  Questions	  7	  and	  8	  have	  been	  investigated	  already	  I	  believe	  (there	  is	  an	  interesting	  talk	  about	  this	  subject	  on	  TED,	  in	  which	  they	  show	  tests	  on	  monkeys	  who	  show	  the	  same	  behaviour	  as	  people,	  i.e.	  being	  less	  risk	  averse	  when	  minimizing	  loss	  compared	  to	  maximizing	  gains.	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  95	   You	  cannot	  fool	  people,	  especially	  in	  these	  days	  where	  we	  have	  such	  good	  public	  business	  information,	  via	  the	  Internet	  et	  cetera.	  So	  you	  have	  to	  be	  honest	  and	  transparent	  in	  business:	  in	  your	  own	  interest.	  	  105	   Where	  there	  is	  a	  question	  about	  50%	  chances	  of	  losing,	  the	  figures	  should	  be	  $500,000	  and	  $1,000,000.	  	  	  111	   I	  did	  not	  understand	  the	  survey	  at	  all.	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A5.	  Descriptive	  Statistics	  	  
	  
A5.1	  Gender	  –	  Descriptive	  Statistics	  	  
 
Descriptives	  	   Statistic	   Std.	  Error	  Mean	   1.51	   .047	  Lower	  Bound	   1.42	   	  95%	  Confidence	  Interval	  for	  Mean	   Upper	  Bound	   1.61	   	  5%	  Trimmed	  Mean	   1.51	   	  Median	   2.00	   	  Variance	   .252	   	  Std.	  Deviation	   .502	   	  Minimum	   1	   	  Maximum	   2	   	  Range	   1	   	  Interquartile	  Range	   1	   	  Skewness	   -­‐.054	   .227	  
Gender	  
Kurtosis	   -­‐2.033	   .451	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A5.2	  Age	  –	  Descriptive	  Statistics	  	  	  
 
Descriptives 
 Statistic Std. Error 
Mean 2.27 .146 
Lower Bound 1.98  95% Confidence Interval 
for Mean Upper Bound 2.56  
5% Trimmed Mean 2.14  
Median 2.00  
Variance 2.415  
Std. Deviation 1.554  
Minimum 1  
Maximum 6  
Range 5  
Interquartile Range 2  
Skewness 1.085 .227 
Age 
Kurtosis -.039 .451 
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A5.3	  Nationality	  –	  Descriptive	  Statistics	  	  	  
 
Descriptives 
 Statistic Std. Error 
Mean 2.18 .119 
Lower Bound 1.94  95% Confidence Interval 
for Mean Upper Bound 2.41  
5% Trimmed Mean 2.14  
Median 1.00  
Variance 1.611  
Std. Deviation 1.269  
Minimum 1  
Maximum 4  
Range 3  
Interquartile Range 2  
Skewness .327 .227 
Nationality 
Kurtosis -1.638 .451 
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A5.4	  Blank	  Radar	  Plane	  –	  Descriptive	  Statistics	  	  
 
 
Descriptives 
 Statistic Std. Error 
Mean 1.92 .159 
Lower Bound 1.61  95% Confidence Interval 
for Mean Upper Bound 2.24  
5% Trimmed Mean 1.80  
Median 1.00  
Variance 2.860  
Std. Deviation 1.691  
Minimum 1  
Maximum 5  
Range 4  
Interquartile Range 0  
Skewness 1.300 .227 
Blank Radar Plane 
Kurtosis -.316 .451 
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A5.5	  Cashflow	  on	  dividend	  increase	  –	  Descriptive	  Statistics	  	  	  
 
Descriptives 
 Statistic Std. Error 
Mean 1.83 .035 
Lower Bound 1.76  95% Confidence Interval 
for Mean Upper Bound 1.90  
5% Trimmed Mean 1.87  
Median 2.00  
Variance .141  
Std. Deviation .376  
Minimum 1  
Maximum 2  
Range 1  
Interquartile Range 0  
Skewness -1.799 .227 
Cashflow on 
dividend 
increase 
Kurtosis 1.257 .451 
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A5.6	  Printer	  –	  Descriptive	  Statistics	  	  	  
 
Descriptives 
 Statistic Std. Error 
Mean 2.49 .183 
Lower Bound 2.12  95% Confidence Interval 
for Mean Upper Bound 2.85  
5% Trimmed Mean 2.43  
Median 1.00  
Variance 3.770  
Std. Deviation 1.942  
Minimum 1  
Maximum 5  
Range 4  
Interquartile Range 4  
Skewness .538 .227 
Printer 
Kurtosis -1.741 .451 
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A5.7	  Loss	  Aversion	  (90%)	  –	  Descriptive	  Statistics	  	  	  
 
Descriptives 
 Statistic Std. Error 
Mean 1.79 .039 
Lower Bound 1.71  95% Confidence Interval 
for Mean Upper Bound 1.86  
5% Trimmed Mean 1.82  
Median 2.00  
Variance .169  
Std. Deviation .411  
Minimum 1  
Maximum 2  
Range 1  
Interquartile Range 0  
Skewness -1.425 .227 
90&% 
Kurtosis .032 .451 
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A5.8	  Loss	  Aversion	  (50%)	  –	  Descriptive	  Statistics	  	  	  
 
Descriptives 
 Statistic Std. Error 
Mean 1.53 .047 
Lower Bound 1.44  95% Confidence Interval 
for Mean Upper Bound 1.62  
5% Trimmed Mean 1.53  
Median 2.00  
Variance .251  
Std. Deviation .501  
Minimum 1  
Maximum 2  
Range 1  
Interquartile Range 1  
Skewness -.126 .227 
50% 
Kurtosis -2.020 .451 
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A5.9	  Dividend	  decisions	  should	  be	  made	  after	  investment	  plans	  are	  determined	  –	  
Descriptive	  Statistics	  	  
	  
 
Descriptives 
 Statistic Std. Error 
Mean 1.93 .067 
Lower Bound 1.80  95% Confidence Interval 
for Mean Upper Bound 2.06  
5% Trimmed Mean 1.91  
Median 2.00  
Variance .510  
Std. Deviation .714  
Minimum 1  
Maximum 4  
Range 3  
Interquartile Range 1  
Skewness .232 .227 
Dividend decisions 
should be made after 
investment plans are 
determined  
Kurtosis -.608 .451 
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A5.10	  Shareholders	  like	  to	  receive	  a	  regular	  dividend	  –	  Descriptive	  Statistics	  	  	  
 
Descriptives 
 Statistic Std. Error 
Mean 2.02 .065 
Lower Bound 1.89  95% Confidence Interval 
for Mean Upper Bound 2.15  
5% Trimmed Mean 2.02  
Median 2.00  
Variance .482  
Std. Deviation .694  
Minimum 1  
Maximum 3  
Range 2  
Interquartile Range 1  
Skewness -.024 .227 
Regular dividend 
Kurtosis -.893 .451 
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A5.11	  Money	  talks!	  The	  more	  cash	  dividends	  we	  pay	  the	  more	  investors	  believe	  that	  
we	  are	  doing	  well...	  –	  Descriptive	  Statistics	  	  
 
Descriptives 
 Statistic Std. 
Error 
Mean 1.88 .075 
Lower 
Bound 1.73 
 
95% Confidence 
Interval for Mean Upper 
Bound 
2.02 
 
5% Trimmed Mean 1.86  
Median 2.00  
Variance .633  
Std. Deviation .796  
Minimum 1  
Maximum 3  
Range 2  
Interquartile Range 2  
Skewness .229 .228 
The more dividends 
the better 
Kurtosis -1.381 .453 
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A5.12	  Once	  I	  make	  an	  investment	  decision	  I	  stick	  to	  it	  –	  Descriptive	  Statistics	  	  	  
 
Descriptives 
 Statistic Std. Error 
Mean 2.10 .055 
Lower Bound 1.99  95% Confidence Interval 
for Mean Upper Bound 2.21  
5% Trimmed Mean 2.11  
Median 2.00  
Variance .341  
Std. Deviation .584  
Minimum 1  
Maximum 3  
Range 2  
Interquartile Range 0  
Skewness .006 .227 
Stick to it 
Kurtosis -.051 .451 
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A5.13	  Once	  I	  receive	  additional	  negative	  information	  about	  an	  investment	  project,	  for	  
example	  losses	  have	  occurred	  I	  will	  reconsider	  my	  earlier	  decision	  –	  Descriptive	  
Statistics	  	  	  
 
Descriptives 
 Statisti
c 
Std. 
Error 
Mean 3.97 .062 
Lower 
Bound 
3.85 
 
95% Confidence 
Interval for Mean Upper 
Bound 
4.09 
 
5% Trimmed Mean 3.97  
Median 4.00  
Variance .437  
Std. Deviation .661  
Minimum 3  
Maximum 5  
Range 2  
Interquartile Range 0  
Skewness .044 .227 
Additional negative 
information 
Kurtosis -.672 .451 
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A5.14	  I	  regarded	  a	  premature	  project	  termination	  as	  a	  waste	  of	  prior	  invested	  
resources	  –	  Descriptive	  Statistics	  	  	  
 
Descriptives 
 Statisti
c 
Std. 
Error 
Mean 3.10 .110 
Lower 
Bound 
2.88 
 
95% Confidence 
Interval for Mean Upper 
Bound 
3.32 
 
5% Trimmed Mean 3.12  
Median 3.00  
Variance 1.377  
Std. Deviation 1.174  
Minimum 1  
Maximum 5  
Range 4  
Interquartile Range 2  
Skewness -.106 .227 
Waste of prior 
resources 
Kurtosis -.952 .451 
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A6.	  Simple	  Scatter	  Graphs	  to	  check	  linearity	  for	  correlation	  test	  	  
 Loss	  Aversion	  &	  EOC	   	   	   	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  EOC	  &	  Dividend	  	  
 
 
 	  	  	  	  	  	  	  	  	  	  	  	   EOC	  &	  Cashflow	   	   	   	   	   Loss	  Aversion	  &	  Dividend	   
 
 
 
 
 	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  Blank	  Radar	  Plane	  &	  EOC	  	   	   	   	   Printer	  Press	  &	  EOC	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A7.	  Kaiser-­‐Meyer-­‐Olkin	  (KMO)	  measure	  	  	  
A7.1	  KMO	  EOC	  	  
 
KMO and Bartlett's Test 
Kaiser-Meyer-Olkin Measure of Sampling Adequacy. .561 
Approx. Chi-Square 19.166 
df 10 Bartlett's Test of Sphericity 
Sig. .038 
 
A7.2	  KMO	  Dividends	  	  	  
 
KMO and Bartlett's Test 
Kaiser-Meyer-Olkin Measure of Sampling Adequacy. .593 
Approx. Chi-Square 21.066 
df 6 Bartlett's Test of Sphericity 
Sig. .002 
 
A7.3	  KMO	  Loss	  Aversion	  	  	  
 
KMO and Bartlett's Test 
Kaiser-Meyer-Olkin Measure of Sampling Adequacy. .500 
Approx. Chi-Square .633 
df 1 Bartlett's Test of Sphericity 
Sig. .426 
 	  
